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In Dixon v. Conmm ssioner, T.C Meno. 1991-614,
vacat ed and remanded per curiam sub nom DuFresne v.
Conmm ssioner, 26 F.3d 105 (9th Cir. 1994), following a
trial of 14 docketed test cases of eight Ps, the Court
sustained R s disallowance of interest deductions
clainmed by Ps in various tax shelter prograns pronoted
by K After the Court entered decisions against the
test case Ps in accordance with its opinion, R noved to
vacate the decisions entered in three test cases (T, C
and X). R alleged that, before the trial of the test
cases, Rs trial attorney and District Counsel had
entered into contingent settlenment agreenents with T
and C that had not been disclosed to the Court or to
the other test case Ps or their counsel. R asked the
Court to conduct an evidentiary hearing to determ ne
whet her the undi scl osed agreenents with T and C had
affected the trial of the test cases or the opinion of
t he Court.

The Court granted R s notions to vacate the
decisions entered in the T and C cases, entered revised
decisions in the T and C cases consistent with R s
prior agreenments with T and C, denied Rs notion to
vacate the decision in the X case, and denied R s
request for an evidentiary hearing on the ground that
the testinony, stipulated facts, and exhibits relating
to the T and C cases had no material effect on the
Court's opinion as it related to the remai ning test
case Ps.

On appeal, the Court of Appeals for the Ninth
Circuit vacated the decisions in the remaining test
cases and remanded themto this Court with directions
"to conduct an evidentiary hearing to determ ne the
full extent of the admtted wong done by the
government trial lawers.” DuFresne v. Conm ssioner,
supra at 107. The Court of Appeals, citing Arizona v.
Ful mi nante, 499 U. S. 279, 309 (1991), directed the
Court to consider "whether the extent of m sconduct
rises to the level of a structural defect voiding the
j udgnent as fundanentally unfair, or whether, despite
t he governnent's m sconduct, the judgnment can be upheld
as harmess error." 1d. Further, the Court of Appeals
directed this Court to consider on the nerits al
nmotions of intervention filed by affected parties. See
id. This Court ordered that the cases of 10 nontest
case Ps, the majority of whom had previously signed
pi ggyback agreenments, be consolidated with the
remai ni ng test cases for purposes of the evidentiary
hearing. Three groups of Ps participated in al
subsequent phases of the evidentiary hearing.
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Ps argue (under various theories) that the Court's
decisions in the remaining test cases should not be
reinstated, or, in the alternative, that the piggyback
agreenents are not enforceable. R counters that the
decisions in the remaining test cases should be
reinstated on the ground that Ps were not prejudiced by
t he Governnent m sconduct in the trial of the test
cases and that the piggyback agreenents remain in
force.

Hel d: The Government m sconduct in the trial of
the test cases did not result in a structural defect in
the trial. Held further: The Governnent m sconduct in
the trial of the test cases resulted in harnless error.
Held further: The Governnment m sconduct in the trial
of the test cases does not provide any other basis for
invalidating the Court's decisions in the remaining
test cases or for setting aside the piggyback
agreenents. Held further: As a sanction against R
program partici pants who have not been the subject of a
final determnation are not liable for tine-sensitive
additions to tax for negligence under secs. 6653(a)(2)
and 6653(a)(1)(B), I.R C, or increased interest under
sec. 6621(c), |I.RC
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SUPPLEMENTAL MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
BEGHE, Judge: Eight of these consolidated cases--with five
petitioners represented by Joe Alfred Izen, Jr. (M. lzen),--are
test cases before the Court on remand fromthe Court of Appeals

for the Ninth Crcuit in DuFresne v. Comni ssioner, 26 F.3d 105

(9th Gr. 1994), vacating and remandi ng per curiam D xon v.

Conmi ssioner, T.C. Menp. 1991-614.

The ot her 10 consolidated cases--with petitioners in one
case represented by M. lzen and the other petitioners
represented by Robert Alan Jones (M. Jones) and Robert Patrick
Sticht (M. Sticht)--are nontest cases that have been added to
the consolidated group in order to effectuate the direction of
the Court of Appeals "to consider on the nerits all notions of
intervention filed by parties affected by this case." 1d. at
107.

Unl ess otherw se indicated, section references are to the
I nternal Revenue Code, as anended, and Rule references are to the

Tax Court Rules of Practice and Procedure.



| nt roducti on

These consol i dated cases are part of a group of nore than
1,300 remai ni ng cases--nore than 500 cases have settled--arising
fromrespondent's disallowance of interest deductions clainmed by
participants in various tax shelter prograns pronoted by Henry
F.K Kersting (M. Kersting). The Kersting group of cases
(hereinafter the Kersting project) was assigned to Judge
Wlliam A GCoffe (Judge CGoffe) for disposition. By agreenent of
the parties and the Court, the nerits of the Kersting prograns
were to be litigated in a consolidated trial of 14 docketed cases
of eight petitioners that had been designated as "test cases".
The vast majority of the remaining Kersting project petitioners
signed stipulations to be bound (sonetinmes referred to herein as
pi ggyback agreenents) in which they agreed with respondent that
their cases would be resolved in accordance with the Court's
opinion in the test cases.

Before the trial of the test cases, sone test case
petitioners argued that a 1981 search of M. Kersting's office
had been illegal, that materials seized during the search should
be suppressed in the test case proceedings, and that the burden
of proof and burden of going forward wth evidence should be

shifted to respondent. In Dixon v. Conm ssioner, 90 T.C. 237

(1988) (Dixon 1), the Court held, in an opinion by Judge Coffe,
that the petitioners had failed to establish standing to contest

the Kersting search and sei zure.
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Judge CGoffe held the trial of the test cases in Honol ul u,
Hawai i, during January 1989. The majority of the test case
petitioners were represented at trial by M. lzen. However, test
case petitioners John R and Maydee L. Thonpson (docket Nos.
19321-83, 31236-84, and 30965-85) were represented at trial by
Luis C. DeCastro (M. DeCastro), and test case petitioners John
R and E. Maria Cravens (docket Nos. 16900-83 and 15135-84)
appeared pro sese.

Following the trial of the test cases, the Court issued its

menor andum opi nion in Dixon v. Conm ssioner, T.C Meno. 1991-614,

62 T.C.M (CCH) 1440, 1991 T.C.M (RIA) par. 91,614 (Dixon I|1),
sustaining virtually all of respondent's determ nations in each
of the test cases, and entered decisions against the test case
petitioners in accordance with its opinion.

On March 13, 1992, the Court entered the foll ow ng deci sions
in the Thonpson and Cravens cases:

John R and Maydee L. Thonpson

Additions to Tax

Sec. Sec. Sec. Sec.
Year Defi ci ency 6651(a) 6653(a) 6653(a)(1) 6653(a)(2)
1979 $18, 161. 00 --- $908 --- ---
1980 24, 838. 00 --- --- --- ---
1981 36, 294. 52 $4,934. 32 --- $1, 958.28 50 percent of

the i nterest
due on the
defi ci ency

John R. and E. Maria Cravens

Additions to Tax
Year Defi ci ency Sec. 6653(a)

1979 $4, 508. 00 $225. 40
1980 5, 893. 45 294. 67
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On June 9, 1992, respondent filed notions for |leave to file
notions to vacate the decisions entered agai nst the Thonpsons,
the Cravenses, and another test case petitioner, Ralph J. R na
(M. Rina), docket No. 17640-83. Respondent's notions to vacate
all eged that, before the trial of the test cases, respondent's
trial attorney, Kenneth W MWade (M. MWade), and his
supervi sor, Honolulu District Counsel WlliamA Sinms (M. Sins),
had entered into contingent settlenent agreenments with the
Thonmpsons and the Cravenses that had not been disclosed to the
Court or to the other test case petitioners or their counsel.
Respondent asked the Court to conduct an evidentiary hearing to
det erm ne whet her the undi scl osed agreenents with the Thonpsons
and the Cravenses had affected the trial of the test cases or the
opi ni on of the Court.

On June 22, 1992, Judge CGoffe granted respondent's notions
to vacate filed in the Thonpson and Cravens cases, vacated the
deci sions entered in those cases, ordered the parties to file
agreed decisions with the Court, or otherw se nove as
appropriate, and deni ed respondent's request for an evidentiary
hearing. By order dated June 22, 1992, Judge Goffe al so denied
respondent’'s notion to vacate the decision entered agai nst
M. Rina, on the ground that the testinony, stipulated facts, and
exhibits relating to the Thonpson and Cravens cases had no
material effect on the Court's Dixon Il opinion as it related to

M. R na.
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On July 22, 1992, the test case petitioners represented by
M. lzen filed a notion for reconsideration of the Court's order
denyi ng respondent’'s notion to vacate the decision in the R na
case. By order dated August 4, 1992, Judge CGoffe denied
petitioners' notion for reconsideration.

I n August 1992, the Court entered revised decisions in the
Thonpson and Cravens cases consistent with M. MWde's prior
agreenents with the taxpayers in those cases. Specifically, the
Court entered the follow ng decisions in the Thonpson and Cravens
cases:

John R and Maydee L. Thonpson

Year Defi ci ency Additions to Tax
1979 --- ---
1980 $15, 000 ---
1981 15, 000 ---

John R and E. Maria Cravens

Year Defi ci ency Additions to Tax
1979 $3, 606. 40 ---
1980 6, 175. 76 ---

The decisions entered in the Thonpson and Cravens cases are now

final.?

2 M. lzen and M. Sticht filed separate notions with the
Court to intervene in the Thonpson and Cravens cases. The Court
deni ed these notions to intervene. Although M. |zen and
M. Sticht filed separate appeals in the Thonpson and Cravens
cases with various courts, including the Courts of Appeals for
the Second, Ninth, and Tenth Crcuits, all appeals in the
Thonpson and Cravens cases eventually were dismissed. In an
unpubl i shed opinion filed June 15, 1994, the Court of Appeals
for the Ninth Crcuit stated:

(continued. ..)
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Because of Judge CGoffe's term nation, on Septenber 30, 1992,
of his recall status as a Senior Judge of the Court, all cases in
the Kersting project group were reassigned to Judge Renat o Beghe.

The other test case petitioners, including M. Rina,
appeal ed the decisions entered in their cases to the Court of
Appeals for the Ninth Grcuit. On appeal, those petitioners
argued that the trial of the test cases had been tainted by the
Thonpson and Cravens settlenment agreenents. The response of the
Court of Appeals was to vacate the decisions in the remaining
test cases and remand themto this Court with directions "to
conduct an evidentiary hearing to determne the full extent of
the admtted wong done by the governnent trial |awers."

DuFresne v. Conmmi ssioner, 26 F.3d at 107. The Court of Appeals,

citing Arizona v. Fulmnante, 499 U S. 279, 309 (1991), directed

the Court to consider "whether the extent of m sconduct rises to
the level of a structural defect voiding the judgnent as
fundanmental ly unfair, or whether, despite the governnent's

m sconduct, the judgnment can be upheld as harm ess error.™

DuFresne v. Conm ssioner, supra at 107. Further, the Court of

2(...continued)

The Tax Court's August 25 and 26, 1992 deci sions
entering settlenent in the Cravens and Thonpson cases,
respectively, are final. 26 US. C. 8§ 7481(a)(1l); Fed.
R App. P. 13. The Tax Court lacks jurisdiction to
vacate those decisions. Billingsley v. CR, 868 F.2d
1081, 1084 (9th Gr. 1989). Because there is no case
remai ning in which the taxpayers can intervene, this
appeal is noot. [Adair v. Comm ssioner, No. 92-70812,
26 F.3d 129 (9th Gr. 1994).]
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Appeal s directed this Court to consider on the nerits all notions
of intervention filed by parties affected by Dixon Il. See id.?
On February 2, 1995, respondent filed a Mdtion for an

Evidentiary Hearing. On Septenber 14, 1995, the Court granted
respondent's notion. To effectuate the direction of the Court of
Appeal s regarding intervention, the Court ordered that the cases
of 10 nontest case petitioners, the mgjority of whom had

previ ously signed piggyback agreenents, be consolidated with the
remai ning test cases for purposes of the evidentiary hearing.*

As a result, three groups of petitioners have participated in al
subsequent phases of the evidentiary hearing: Test case and

nont est case petitioners represented by M. |zen; nontest case
petitioners represented by M. Jones; and nontest case

petitioners represented by M. Sticht.®> The positions taken by

3 The appell ate panel in DuFresne v. Comm ssioner, 26 F.3d
105, 107 (9th G r. 1994), vacating and remandi ng per curiam Di xon
v. Comm ssioner, T.C Meno. 1991-614, 62 T.C. M (CCH) 1440, 1991
T.CM (RIA) par. 91,614 (Dixon Il), issued an order stating that
the panel would retain jurisdiction over any subsequent appeal.

4 On June 13, 1995, test case petitioner M. Rina conceded
his case in full, resulting in entry of a stipulated decision in
docket No. 17640-83 that was identical with the decision
originally entered in that case on the basis of the Court's
opinion in Dixon II.

®> The group of cases that were consolidated for purposes of
the evidentiary hearing initially included the case of WIlliamD.
and Karen S. Booth, docket No. 28950-88, in which Declan J.
O Donnell (M. O Donnell) had entered his appearance. However
at the start of the evidentiary hearing, the Court granted
M. O Donnell's notion to sever the Booth case fromthe cases
consolidated for the evidentiary hearing. M. O Donnell argued
that, in light of the theory underlying a Mdtion for Summary
Judgnent that he had filed on behalf of the Booths, they had no

(conti nued. . .)
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the various groups of petitioners during these proceedi ngs have
not been consistent in all respects and in sone respects the
positions of counsel--primarily Messrs. |zen and Sticht--have
become adversarial .®

Foll owi ng pretrial conferences on the record in Los Angel es
on July 17, 1995, and January 16, 1996, the evidentiary hearing
was held at special trial sessions of the Court conducted in Los
Angel es on May 13 to 30 and June 10 to 26, 1996, and August 18,
1997.

In the interest of chronology and as an aid to understandi ng
this opinion, the procedural history of the evidentiary hearing
cones after the Court's detailed findings of fact and before the
ultimate findings of fact.

FI NDI NGS OF FACT

| . Kersting Tax Shelter Prograns and Rel ated Matters

A The Pi ke Case

M. Kersting began pronoting tax shelter progranms in Hawaii
inthe early 1970's. M. Kersting's early tax shelter prograns
i ncl uded an "Aut o-Leasing Plan" and an "Acceptance Corporation

Plan." Those plans generally required participants to purchase

5(...continued)
need to participate in the evidentiary hearing. In Gidley v.
Comm ssioner, T.C Meno. 1997-210, the Court rejected the
argunment, raised in the Booths' Mtion for Summary Judgnent,
that Kersting petitioners who signed stipulations to be bound
to Dixon Il were entitled to entry of decisions in their cases
consistent with the decision entered by the Court in the Thonpson
case at docket No. 19321-83.

6 See infra pp. 168-169, 171-172, and 187-188.
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stock in a subchapter S |easing corporation or an acceptance
corporation and/or enter into a subscription agreenent to
pur chase stock, all in connection with loans to the participants
by various entities created by M. Kersting. The plans were
primarily designed to generate inconme tax deductions for interest
that the participants purportedly paid to the Kersting entities
on the | oans.

The Conm ssioner determ ned that participants in
M. Kersting's auto-leasing and acceptance corporation plans were
not entitled to deduct: (1) "Interest"” that participants clained
to have paid on either the Auto-Leasing stock purchase or
| everage | oans; (2) the participants' pro rata shares of | osses
or investnent credits fromthe auto | easing conpani es; and
(3) "interest" that participants clainmed to have paid either on
t he acceptance corporation stock purchase or stock subscription
| oans.

In Pike v. Conm ssioner, 78 T.C. 822 (1982), affd. wthout

publ i shed opinion 732 F.2d 164 (9th Cr. 1984), this Court
sust ai ned the Conmm ssioner's disall owances of all deductions for
interest, losses, and credits clained by participants in

M. Kersting's early prograns.

B. Kersting Crimnal | nvestigation

Wiile the Pike litigation was underway, M. Kersting
continued to pronote additional tax shelter prograns, which canme
to be known as the stock purchase plan, the stock subscription

pl an, the | easing conpany plan, and the CAT-FIT plan. The
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Court's opinion in Dixon Il describes the nechanics of these
progranms in detail.’

On January 22, 1981, follow ng an undercover crim nal
i nvestigation, the Internal Revenue Service searched
M. Kersting's offices in Hawaii pursuant to a search warrant
issued by the U S. District Court for the District of Hawaii.
Seventy-seven boxes and two filing cabinets of records were
seized from M. Kersting's office, including lists identifying,
by nanme and address, approximately 1,800 participants in
M. Kersting' s prograns, and schedul es of the interest
purportedly paid by each participant to one or nore Kersting
conpani es during the taxable years 1977, 1978, and 1979.

On January 24, 1981, M. Kersting wote a formletter to the
partici pants of his prograns, one of his many "Dear Friend"
letters, stating that he had been entrapped by an undercover
I nt ernal Revenue Service special agent into creating a backdated
"tax deduction" of $21,600.%8 By letter dated February 15, 1981,
M. Kersting provided participants in his prograns with "tax
reporting notices", presumably for the 1980 tax year, and

encouraged themto "take full advantage of the deductions

" The Kersting prograns involved a nunber of corporations
(hereinafter Kersting corporations). M. Kersting served as both
a director and president of nobst of these corporations and al so
soneti mes owned stock. For those corporations in which he served
as president during the years in issue, he had exclusive
managenent aut hority.

8 The record in these cases contains no fewer than 38 "Dear
Friend" letters.
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reported to you." M. Kersting further infornmed participants
that the Internal Revenue Service had "acconplished only a
tenporary disruption of our operations” and that his office was
"back to al nost normal workings". Al records seized in the
January 22, 1981, search were returned to M. Kersting by 1987.

In January 1983, M. Kersting filed suit in the U S
District Court for the District of Hawaii (docket No. CV-83-0018-
MP) against the United States, the Internal Revenue Service, and
certain Internal Revenue Service agents alleging, inter alia,
that the January 1981 search was illegal and that the defendants
had abused the grand jury process by shopping for a favorable
grand jury, by violating grand jury secrecy, and by using the
grand jury as a civil investigation tool. Through a nunber of
unpubl i shed orders, the District Court and the Court of Appeals
for the Ninth Crcuit rejected M. Kersting's clains. See

Kersting v. United States, 865 F. Supp. 669, 674-675 (D. Haw.

1994) .

C. Assessments of Kersting Pronoter Penalties

M. Kersting's tax shelter activities did not |ead to an
indictment. However, in Cctober 1989, the Comm ssioner assessed
pronoter penalties of $1,545,201 and $2, 330, 000 agai nst
M. Kersting, pursuant to sections 6700 and 6701, respectively,

for the years 1982 through 1988.° The District Court for the

® Sec. 6700 provides for inposition of a penalty of a
percentage of the gross inconme derived from pronoti ng an abusive
tax shelter, and sec. 6701 provides for inposition of a penalty

(conti nued. ..)
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District of Hawaii sustai ned the Comm ssioner's assessnents. See

Kersting v. United States, Ci vil Nos. 90-00304, 91-00747, 92-

00593 (D. Haw., Sept. 30, 1994). M. Kersting s appeal of that
decision to the Court of Appeals for the Ninth Grcuit, docket
No. 94-16942, was argued and submtted on May 8, 1996, but
subsequently w thdrawn from subm ssion (with an opportunity for
suppl enmental briefing) until after this Court issues its opinion
in these consolidated cases.

D. Kersting Notice of Deficiency

The Conmm ssioner sent M. Kersting a notice of deficiency
determ ning deficiencies in and additions to his Federal incone
taxes for the taxable years 1982 through 1988. The deficiencies
wer e based upon the Comm ssioner's determ nation that cash
paynments of so-called | everage | oan interest received by Kersting
corporations, which were characterized by the District Court in
the pronoter penalty cases as "alter egos" of M. Kersting, and
which the Court's Dixon Il opinion characterized as fees paid to
M. Kersting by program participants in exchange for tax
deductions, were includable in M. Kersting's gross incone.

M. Kersting filed a tinely petition for redeterm nation with
this Court (assigned docket No. 7448-96), and the case was tried
at a Honolulu special trial session that comenced January 27,

1999.

°C...continued)
of $1,000 (per incident) upon a person who know ngly aids or
assists another in understating his tax liability.
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1. Noti ces of Deficiency |Issued to Kersting Program
Parti ci pants

In 1982, respondent began to issue notices of deficiency to
Kersting program participants, disallow ng interest deductions
claimed with respect to the stock purchase plan, the stock
subscription plan, the | easing conpany plan, and the CAT-FIT plan
for a nunber of taxable years.

A Form of Notices of Deficiency

The notices of deficiency issued by respondent to nany
Kersting program participants used a common format, stating in
pertinent part as follows:

EXPLANATI ON OF ADJUSTMENTS

1. It is determned that the foll owi ng anounts cl ai ned

on your __ incone tax return as interest deductions

are not all owabl e:

Anmount Pur port ed Payeel?0

$--------- Any entity owned, associ ated
with, or controlled, either
directly or indirectly, by
Henry Kersting

Thi s di sall owance is based on the determ nation that
the transactions giving rise to the clainmed interest
deduction are shans. This disallowance is further
based upon your failure to establish that the above
anounts were paid or properly accrued, or that the
transactions purportedly generating the clainmed anmunts
resulted either in any bona fide indebtedness or in any
enf orceabl e and bona fide obligation to pay
conpensation for use or forbearance of noney on

i ndebt edness within the nmeaning of I.R C. Section 163.

Furthernore, if it is established that any portion
of the above disallowed "interest"” is a properly

0 I'n sone instances, respondent's notices of deficiency
listed specific Kersting corporations under "Purported Payee".
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al |l owabl e deduction, it is further determ ned that such
interest constitutes interest in investnent

i ndebt edness and deduction of such amounts is |limted
under the provisions of I.R C. 163(d).

Further, and in support of a portion of the
determ ned deficiency, if you establish that you are
entitled to the above-nentioned interest deduction, it
is determned that you inproperly failed to report the
income resulting fromthe sanme transaction

2. It is determned that part of the underpaynent of
tax for the taxable year __ is due to your negligent
of [sic] intentional disregard of the rules and
regul ati ons. Consequently, the 5 percent addition to
the tax is charged for __ as provided by Section
6653(a) of the Internal Revenue Code.

B. Thonpson Notices of Deficiency

John R Thonpson (M. Thonpson) was a pilot with Continental
Airlines from 1946 until his retirenment in October 1982.
M . Thonpson becane aware of M. Kersting's prograns through a
conversation wth another pilot, Mchael Provan (M. Provan), who
had solicited other pilots to participate in M. Kersting's
prograns. ! The Thonpsons began participating in M. Kersting's

prograns in 1977.* |In addition to their participation in

1 M. Provan, who was at one tine the president of one of
t he Kersting conpanies, eventually becane an adversary of
M. Kersting. See infra p. 66.

2. Al t hough the Thonpsons participated in one of
M. Kersting's prograns during 1977, the Thonpsons did not
claimany Kersting-related interest deductions on their 1977
return because their accountant-return preparer refused to
i nclude themon the return.

The record suggests that the Thonpsons' 1978 tax return
was prepared by Phil Scheff (an accountant recommended by
M. Kersting) and that the Thonpsons cl ai med Kersting program
i nterest deductions on their return for that year. The Thonpsons
experienced audit problenms with their 1978 tax return that were
(conti nued. . .)
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certain prograns that were the subject of this Court's opinion in
D xon 11, the Thonpsons, along with sonme 40 other investors,
including M. Provan, participated in a transaction arranged by
M. Kersting in early 1978 to acquire First Savings and Loan
Associ ation of Hawaii (First Savings).

The Thonpsons filed joint Federal incone tax returns for
1979, 1980, and 1981 in which they clained interest deductions
attributable to their participation in certain Kersting prograns.
On May 5, 1983, June 13, 1984, and May 31, 1985, respondent
mai | ed notices of deficiency to the Thonpsons determ ni ng
deficiencies in and additions to their Federal income taxes for
t he taxabl e years 1979, 1980, and 1981, as foll ows:

Additions to Tax

Sec. Sec. Sec. Sec.
Year Deficiency 6651(a) 6653(a) 6653(a)(1l) 6653(a)(2)

1979 $18, 161. 00 --- $908 - .
1980 24, 838.00 --- - S .
1981 36,294.52 $4,934.32 --- $1, 958.28 50 percent of

the interest due
on the deficiency

Respondent further determ ned that the Thonpsons were |liable for

i ncreased interest for 1981 pursuant to section 6621(d).*® The

2. . continued)
due, in part, to their failure to attach to the return a Form W2
showi ng the anmount of tax that Continental Airlines had w thheld
from M. Thonpson's wages. In early to m d-1986, the Thonpsons
counsel, Samuel M Huestis, negotiated a settlenent of their tax
ltability for 1978. The record does not disclose the terns of
the settl enent.

13 Sec. 6621(d) was redesignated sec. 6621(c) by sec.
1511(c) (1) (A -(OC of the Tax Reform Act of 1986 (TRA), Pub. L.
99-514, 100 Stat. 2744. W will hereinafter refer to the

(continued. ..)
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Thonpsons filed tinmely joint petitions for redeterm nation of the
above-descri bed defi ci enci es.

C. Cravens Notices of Deficiency

John R Cravens was a pilot with Arerican Airlines during
1979 and 1980. M. Cravens becane aware of M. Kersting's
prograns through conversations with other pilots.

The Cravenses filed joint Federal incone tax returns for
1979 and 1980 in which they clainmed interest deductions
attributable to their participation in certain Kersting prograns.
On April 15, 1983, and March 20, 1984, respondent mailed notices
of deficiency to the Cravenses determ ning deficiencies in and
additions to their Federal income taxes for the taxable years
1979 and 1980, as foll ows:

Additions to Tax

Year Defi ci ency Sec. 6653(a)
1979 $4, 508. 00 $225. 40
1980 19, 251.70 962. 59

The notice of deficiency issued to the Cravenses for 1979, while
di sal l owi ng i nterest deductions of $9,810, included a credit for
personal exenptions of $4,000, resulting in a net adjustnent of
$5,810. The notice of deficiency issued to the Cravenses for
1980 i ncluded disall owed interest deductions of $19,620 and, as
an alternative to the disallowance of such interest, the

i nclusi on of $18,000 in unreported dividend inconme froma

Kersting controlled entity known as Candace Acceptance Corp.

3. ..continued)
provi sion as sec. 6621(c).
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(Candace). The notice of deficiency issued to the Cravenses for
1980 al so included the disallowance of two personal exenptions
clainmed for the Cravenses' children. The Cravenses filed tinely
joint petitions for redeterm nation contesting the above-

descri bed notices of deficiency.

The Cravenses' reporting position was unique anong the test
case petitioners insofar as the Cravenses had adjusted (reduced)
their tax basis in their Candace stock by the anpbunt of a "non-
taxabl e distribution"” from Candace in 1980. Having reduced the
basis of their Candace stock, the Cravenses reported a capital
gain of $7,200 on their 1980 tax return after surrendering the
stock to M. Kersting in exchange for cancellation and return of
the note evidencing their primry |oan.

D. Al exander Notices of Deficiency

Deni s Al exander (M. Al exander) is a broker and investor
who first met M. Kersting in Los Angeles in the early 1960's.
M. Al exander lent noney to M. Kersting' s subchapter S |easing
corporations in the 1970's, participated in the acquisition of
First Savings, and participated in sonme of the Kersting prograns

at issue in D xon I1I.

14 Al though the Cravenses' reporting position was uni que
insofar as they had reported a capital gain in a taxable year in
di spute before the Court, we note that test case petitioners
Robert L. and Carolyn S. DuFresne had al so reported a capital
gain (albeit in a year subsequent to the years in dispute)
upon the surrender of stock in Charter Financial Corp. to
M. Kersting. Like the Cravenses', the DuFresnes' capital gain
was attributable to their reduction of the tax basis of their
stock as opposed to an increase in its val ue.



1. 1974 and 1975

M. Al exander and his wife, Freida, filed joint Federal
incone tax returns for the taxable years 1974, 1975, 1976, and
1977. Follow ng an exam nation of their returns for 1974 and
1975, the Al exanders conceded certain adjustnents proposed by
respondent, resulting in agreed assessnents of $2,133 and $811
for 1974 and 1975, respectively.!® However, because the
Al exanders declined to agree to ot her proposed adjustnents,
respondent, on Novenber 29, 1979, issued a notice of deficiency
determ ni ng deficiencies of $4,891.83 and $40, 760. 38,
respectively, in their Federal income taxes for 1974 and 1975.

Respondent' s deficiency determ nati ons agai nst the
Al exanders for 1974 and 1975 were based, in part, on disallowance
of interest deductions of $2,917 and $46, 500, respectively,
attributable to their participation in Kersting prograns for
t hose taxable years. Additional adjustnents included
di sal | onance of an $18,500 capital |oss clainmed by the Al exanders
for 1974 on a sale of stock in Mendocino Financial Corp. and
respondent's determnation that they had failed to report a
$59, 080 capital gain for 1975 froma sale of real estate to the

Cadill ac Drive Apartnents partnership.

15 The Al exanders were represented during the audit
by their accountant, Gl bert Matsunmoto (M. Matsunoto). M.
Mat sunot o had served as the accountant for some of M. Kersting's
subchapter S | easing corporations, and M. Kersting had
recommended that program participants use M. Matsunoto, anong
others, to prepare their tax returns.
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On February 28, 1980, the Alexanders filed a tinely petition
with the Court, assigned docket No. 2758-80, contesting the
notice of deficiency for 1974 and 1975.

2. 1976 and 1977

Respondent al so exam ned the Al exanders' joint incone tax
returns for 1976 and 1977. On April 17, 1986, respondent issued
the Al exanders a notice of deficiency determ ning deficiencies in
and additions to their 1976 and 1977 Federal incone taxes, as
fol |l ows:

Additions to Tax

Year Defi ci ency Sec. 6653(a)
1976 $3, 596 $180
1977 876 44

Respondent al so determ ned that the Al exanders were liable for
increased interest for 1976 pursuant to section 6621(c).

The deficiencies that respondent determ ned agai nst the
Al exanders for 1976 and 1977 resulted, in part, fromrespondent's
di sal | omance of interest deductions of $8,665 and $12, 993,
respectively, attributable to their participation in Kersting
progranms for those years. Respondent al so disallowed a $5, 149
partnership |l oss clainmed by the Al exanders for 1976 on their
investnment in the Avista Epsilon and Sarbonne partnership.

On July 21, 1986, the Al exanders filed a petition through
M. Kersting's office, assigned docket No. 30413-86, contesting

the notice of deficiency for 1976 and 1977.
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E. Validity of Notices of Deficiency

In Dixon I, the Court considered and rejected argunents by
the test case petitioners represented by M. |zen that the
noti ces of deficiency issued to themwere invalid under Scar v.

Commi ssioner, 814 F.2d 1363 (9th Cr. 1987), revg. 81 T.C 855

(1983). After the evidentiary hearing in these proceedings, the
Court rejected the Scar argunent advanced by M. Jones on behal f
of a Kersting participant who had settled his case before the

trial of the test cases in D xon II. See Richards V.

Comm ssioner, T.C Meno. 1997-149, supplenented by T.C Meno.

1997-299, affd. w thout published opinion 165 F.3d 917 (9th G
1998) . ¢

F. Errors in Notices of Deficiency

Al though this Court rejected the argunent that notices of
deficiency issued to Kersting program participants were invalid,
it is evident that sonme notices of deficiency issued to Kersting
program participants did contain errors. For instance, in

Ri chards v. Conmi ssioner, supra, it appears that respondent

overstated the deficiency using an excessive tax rate of 70
percent. In addition, the petition filed in the Ri chards case

i ncluded an all egation that respondent disallowed interest

6 Although Luis C. DeCastro had negotiated the settlenent
on behalf of M. and Ms. Richards, he did not participate in the
filing or prosecution of M. Jones' notion to vacate the decision
entered in their case.
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deductions in excess of Kersting interest deductions that the
Ri chardses actually cl ai ned. '’

Simlarly, as observed in the Court's Dixon Il opinion,
respondent's alternative determnations in the notice of
deficiency issued to the Cravenses overstated their deficiency
for 1980. The Court ordered that the Cravenses' deficiency for
1980 be reduced to account for: (1) The elim nation of
respondent’'s alternative determnation that the Cravenses failed
to report $18,000 in dividends paid by Candace; and (2)
respondent's failure to elimnate the capital gain of $7,200
reported by the Cravenses for 1980 on the disposition of their
Candace st ock.

[11. Comencenent of Kersting Project

A. Tax Shelter Projects and Test Case Procedures

1. Overvi ew

The | arge volune of cases generated by the Comm ssioner's
di sal | ownances of deductions clained by taxpayers participating in
| arge tax shelter progranms during the late 1970's and early
1980's created the largest inventory of cases ever docketed in
the Tax Court. Anong the responses of the Internal Revenue

Service and the Tax Court were the devel opnent of procedures that

17 Test case petitioners Terry D. and Goria K Owens
alleged in their petition that respondent disallowed legitimte
i nterest deductions in their notice of deficiency. However, it
appears that the allegation was not pursued by or on behalf of
t he Omenses, inasnuch as the decision entered by the Court in
their case, followi ng the issuance of the Court's opinion in
D xon Il, was consistent with the deficiency determ ned by
respondent.
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were intended to streamine the litigation process, econom ze on
the use of adm nistrative and judicial resources, and reduce the
costs incurred by taxpayers in resolving disputes over tax
shelter adjustnents. The Internal Revenue Service, Ofice of
Chi ef Counsel, created the Tax Shelter Branch in the National
Ofice to oversee tax shelter litigation across the country and
to organi ze individual tax shelter projects. Concurrently, the
Tax Court began working with the Internal Revenue Service and
private parties in tax shelter cases to create what becane known
as the test case procedure; i.e., the selection of representative
or test cases froma particular tax shelter project for a single

trial on the nerits. See, e.g., Drobny v. Conm ssioner, T.C

Meno. 1995-209 (citing H Conf. Rept. 98-861, at 985-986 (1984),
1984-3 C.B. (Vol. 2) 1, 239-240), affd. 113 F.3d 670 (7th Grr.
1997) .

The test case procedure is intended to streanline the
l[itigation process. To this end, taxpayers who are not sel ected
as test cases are encouraged to execute a piggyback agreenent;
i.e., a stipulation to be bound by the outcone of the test cases.
As a practical matter, the effectiveness of the test case
procedure depends in |arge part upon the agreenent of the
t axpayers not selected as test cases to be bound by the outcone
of the test cases. Normally, taxpayers in a tax shelter project
who decline or otherwise fail to sign a piggyback agreenent wl |
either have their cases set for trial wth the test cases or

after the trial of the test cases, will be ordered to show cause
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why their case should not be decided the sane way as the test

cases. See, e.(g., Krause v. Comm ssioner, 99 T.C 132 (1992),

affd. sub nom Hildebrand v. Conm ssioner, 28 F.3d 1024 (10th

Cir. 1994); Acierno v. Comm ssioner, T.C Meno. 1997-441,

Karl sson v. Commi ssioner, T.C Meno. 1997-432. Using the order

to show cause procedure to dispose of nontest cases in a tax
shelter project is nore cunbersone and consunes nore tinme and
judicial, admnistrative, and private party resources than using
pi ggyback agreenments. As discussed in greater detail below the
Court used the test case procedure in the Kersting project; the
vast majority of the Kersting project participants signed

pi ggyback agreenents. See infra pp. 34-41.

2. National O fice Tax Shelter Branch Functions

The Tax Shelter Branch, established by the Ofice of Chief
Counsel in the National Ofice, was given the responsibilities of
coordinating the exam nation, appeals, and litigation functions
and of overseeing tax shelter projects fromthe National Ofice
perspective. The Tax Shelter Branch provi ded advice and prepared
material for use by the field in tax shelter cases, reviewed
legal briefs, nonitored the status of tax shelter case inventory,
and prepared reports for Internal Revenue Service executives.

The Tax Shelter Branch nonitored tax shelter projects by
review ng and extracting information fromquarterly tax shelter
reports that were required to be submtted by the project
attorney; i.e., the District Counsel trial attorney with primry

responsibility for the project. Each project attorney was
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required to submt a quarterly tax shelter report providing an
update on the status of the project, including a summary of the
current project settlenent offer and any recent court action
affecting the project.

One of the goals of the tax shelter program was consi stent
treatment of simlarly situated taxpayers. The Tax Shelter
Branch nonitored settlenment offers in simlar tax shelter
projects for disparities and tried to determ ne whether the
project settlenent offers should be simlar. However, actual
supervisory responsibility in a tax shelter project was |eft
primarily in the Regional Counsel and District Counsel offices
to which the project was assi gned.

B. Petitions for Redeterm nation

In or around June 1982, M. Kersting facilitated the filing
of petitions wth the Tax Court by Kersting program participants.
In letters issued in June and July 1982, M. Kersting inforned
Kersting program participants that a joint petition was being
prepared on behalf of a large group of taxpayers. On July 12,
1982, Lu N. Nevels, Jr., filed a consolidated Tax Court petition,
assigned docket No. 17445-82, on behalf of 60 Kersting program

partici pants.!®

8 Lu N Nevels, Jr., had represented the test case
t axpayers in Pike v. Conm ssioner, 78 T.C. 822 (1982), affd.
wi t hout published opinion 732 F.2d 164 (9th Gr. 1984). For an
exanpl e of the problens created by using one petition on behal f
of so many different petitioners, see Aaronson v. Conm SSioner,
T.C. Meno. 1985-131, involving the Hongserneier petitioners in
what is now docket No. 29643-86. See infra p. 38.




C. Brian J. Seery

In early 1982, Brian J. Seery (M. Seery) began assisting
Kersting program participants with issues arising fromthe audit
of their income tax returns. On April 14, 1982, M. Kersting
issued a letter to Kersting program participants informng them
that they soon would receive a letter fromthe Comm ssioner
proposing to disallow their Kersting programinterest deductions.
M. Kersting advised program participants that they should not
remt any anmount to the Internal Revenue Service until their
liability was determned in court. On February 15, 1983, M.
Kersting issued a letter to Kersting program participants stating
in pertinent part: "l trust that you have placed the tax
retrievals which we have acconplished for you over the years into
profitable investnments and that you are receiving a reasonable
rate of return. You will not |ose any ground if your funds earn
at least a return equal to the interest charges inposed by the
IRS fromtinme to tine."

On March 1, 1985, M. Kersting issued a letter to Kersting
program participants stating that he had retained M. Seery to
represent themin the Tax Court at no charge to the individual
petitioners.! The letter requested that each Kersting program

participant provide witten authorization for M. Seery's

¥ lnitially, M. Kersting or the entities that he
controlled paid the | egal fees associated with the Tax Court
litigation. Later, however, sone Kersting programparticipants
began payi ng $100 per nonth to a | egal defense fund nmanaged by
M. Kersting.
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representation. In a letter to program partici pants dated August
11, 1986, M. Kersting recomrended that program participants not
attenpt to resolve their cases on their own and instead rely on
counsel that he had hired.

M. Seery subsequently entered his appearance in the Tax
Court on behalf of several hundred Kersting petitioners,
i ncludi ng the Thonpsons and the Cravenses. M. Seery's
conpensation for |egal services rendered to Kersting program
participants was al ways paid by one of the corporations
controlled by M. Kersting.

D. Respondent' s Counsel

1. Kenneth W MWade

In 1970, M. MWade began his career as a trial attorney
with the Ofice of Chief Counsel. M. MWde's duties with the
O fice of Chief Counsel included litigating tax cases.

In January 1982, M. MWde transferred fromrespondent's
District Counsel office in Seattle, Washington, to respondent's
District Counsel office in Honolulu, Hawaii. M. MWde
initially assisted with the Pike group of cases. On or about
July 1, 1984, the Kersting project was officially established in
t he Honol ul u Appeals O fice, and M. MWade was appointed to
serve as the project attorney. Wlly Kobayashi was appointed to
serve as the key Appeals officer for the Kersting project.

By late 1986, M. MWade had litigated 40 to 50 Tax Court
cases. However, M. MWade had never litigated any cases that

were part of a tax shelter project.



2. WlliamA. Sins

In 1972, M. Sins began his career with the Ofice of Chief
Counsel, General Litigation D vision, National Ofice. Except
for a 6-nonth assignnment doing Tax Court work, M. Sins handl ed
general litigation matters concerning collection, bankruptcy, and
tax liens. M. Sins eventually became Assistant Director of the
CGeneral Litigation Division in the National Ofice.

In February 1986, M. Sins was appointed D strict Counsel
for Honolulu, Hawaii. Before his appointnent as D strict
Counsel, M. Sinms had never worked on a tax shelter project in
any capacity.

E. Adoption of Test Case Procedures in Kersting Project

1. The Honol ul u Sessi on (June 1985)

The Court set for trial the cases of approxinmately 375
Kersting program participants at a Tax Court session scheduled to
comence on June 10, 1985, in Honolulu, Hawaii (the June 1985
sessi on).

Before the June 1985 session, M. MWde and M. Seery
agreed to use the test case procedure in the Kersting project.
During the June 1985 session, M. MWade and M. Seery discussed
the use of the test case procedure with Judge CGoffe during a
chanbers conference. During the conference, M. Seery inforned
Judge CGoffe that, although he was representing petitioners who
were Kersting program participants, he was being paid by M.
Kersting. Judge Goffe indicated that he saw no conflict of

interest as long as M. Seery had not participated in the
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pl anni ng or pronotion of the Kersting prograns. See Rule
24(f). 0

Consi stent with counsels' agreenent to use the test case
procedure in the Kersting project, Judge Goffe granted the
parties' joint notions to continue the cases called at the June
1985 session. At the sane tine, the parties began filing
pi ggyback agreenments (discussed in greater detail below), which
they did in the vast majority of the Kersting project cases.

M. Seery reported the results of the June 1985 proceedi ngs
to M. Kersting and kept hi m abreast of devel opments. M. Seery
relied upon M. Kersting to distribute correspondence from
M. Seery to petitioners in the Kersting project.

2. Test Case Procedure

M. MWade and M. Seery agreed to select test cases that
woul d be representative of all the Kersting prograns for al
years in dispute, including the taxable years 1975 through 1983.
At the tinme that M. Seery selected his test cases, he assuned
that the test case petitioners would bear the burden of proof at
trial.

In selecting test cases, M. Seery was not concerned with
whet her a case involved other tax issues. M. Seery was sinply

| ooki ng for cases "where soneone did everything right."

20 Rule 24(f), which becane effective on July 1, 1990, see
93 T.C. 857, addresses conflicts of interest in Tax Court
l[itigation. Rule 24(f) was redesignated Rule 24(g) effective
Aug. 1, 1998. See 109 T.C. 542.
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M. Seery selected two or three test cases, including the
Cravenses and the Hongsernei ers.

In an effort to find the best cases for trial from
petitioners' point of view, M. Seery selected test cases by
reference to the manner in which the taxpayers had reported the
transactions. M. Seery selected test cases that he thought he
could win, but, as he testified at the evidentiary hearing, he
had difficulty identifying such cases in addition to the
Cravenses and t he Hongsernei ers. 2!

M. Kersting and M. Cravens discussed having M. Cravens'
case serve as a test case. M. Kersting told M. Cravens that
M. Seery wanted to use himas a test case because, unlike other
Kersting program participants, the Cravenses had reported a
capital gain when they surrendered their stock in the Kersting
hol di ng conpany in conjunction with the annual term nation of the
Kersting program The Cravenses' reporting position was
consistent wth M. Kersting's advice to program participants
that distributions by Kersting hol ding conpani es used by program
participants to pay the principal amount of |everage | oans were
tax-free returns of capital rather than taxable dividends.

M. Seery viewed the Cravens cases as "unique" in this respect.

M. Cravens believed that he had a choice whether his case

woul d serve as a test case. Wien M. Cravens agreed to have his

2L M. Seery's testinobny: "l was having trouble selecting
cases beyond those two that | thought woul d be good vehicles for
that. "
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case serve as a test case, he did so without condition. He
believed that he would win his case because he had correctly
reported his tax liabilities, as reduced by reason of his
participation in the Kersting prograns.

M. Seery selected the Hongsernei er case because it was his
i npression that the Hongserneiers had used their own funds to pay
the principal of a Kersting | everage |oan, rather than using a
"nont axabl e distribution" froma Kersting hol di ng conpany. %2
M. Seery also selected the Hongsernei ers because they had
participated in the CAT-FIT program which M. Seery viewed as
the strongest Kersting programfromthe standpoint of sustaining
the interest deductions clained.

M. MWade anal yzed between 400 and 500 project cases; he
sel ected test cases that he thought woul d be representative of
all Kersting prograns for all years in dispute. M. MWde
selected "clean" cases; i.e., cases that did not include issues
ot her than Kersting interest deductions. M. MWde tried to
avoi d cases that were unique or atypical of the Kersting
progranms. Although M. MWde selected at |east five of the test
cases, he could not recall the specific cases that he sel ected.

In June 1986, M. MWade and M. Seery agreed on the dockets

that were to serve as the test cases. By letter dated June 10,

2 M. Seery's inpression was not quite right. The Court
found in Dixon Il that the Hongserneiers were uni que insofar as
t hey paid $250 per nonth out-of - pocket (rather than use the
proceeds froma | everage |loan) to satisfy the interest due on
a CAT-FIT primary loan. See Dixon Il, 62 T.C.M (CCH) at 1480,
1991 T.CM (RA), at 91-3023.
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1986, M. MWade notified Judge Goffe that he and M. Seery had
selected the follow ng 14 dockets to serve as test cases with

respect to the Kersting project:

Case Nane Docket No.
Di xon v. Conmi Ssi oner 9382-83
Cravens v. Conmi ssi oner 16900- 83
Ri na v. Conmmi ssi oner 17640- 83
Thonpson v. Conm SSi oner 19321- 83
Young v. Conm ssioner 4201- 84
Cravens v. Conmi ssi oner 15135- 84
DuFresne v. Conmi ssi oner 15907- 84
Thonpson v. Conm SSi oner 31236- 84
Onens v. Conmi ssi oner 40159- 84
Young v. Conmi ssi oner 22783-85
Young v. Conm ssioner 30010- 85
Thonpson v. Conm SSi oner 30965- 85
DuFresne v. Conmi ssi oner 30979- 85
Hongser nei er v. Conm SSi oner 129643- 86

! By order dated Aug. 13, 1986, the Court severed the
Hongsernei ers from docket No. 17445-82 (the Aaronson consol i dated
petition filed by M. Nevels) and assi gned them new docket No.
29643-86. See supra note 18 and acconpanyi ng text.

Wth the exception of the Cravens case assigned docket No.
16900- 83, and the Hongsernei er case assigned docket No. 17445-82,
each of the test case petitioners had filed pro se petitions. By
August 1986, M. Seery had entered his appearance in each of the
test cases with the exception of the Young cases assi gned docket
Nos. 4201-84, 22783-85, and 30010-85, the DuFresne case assigned
docket No. 30979-85, and the Thonpson case assi gned docket No.
30965- 85.

3. Test Case Array

The test case petitioners had participated in Kersting

progranms during the taxable years 1975 through 1983 as foll ows:



Taxabl e Year 1975

Pr ogram

CAT-FI T
MAURI ER LEASI NG
NCRW CK 20/ 20

Taxabl e Year 1976

Pr ogram

UNI VERSAL LEASI NG
FORBES 30/ 30

Taxabl e Year 1977

Pr ogram

CAT-FI'T

ESCON LEASI NG
FARGO 30/ 30
NORW CK 20/ 20

Taxabl e Year 1978

Pr ogram

CAT-FIT

CAT-FI'T

UNI VERSAL LEASI NG
ESCON LEASI NG
ESCON LEASI NG
MAHALO 30/ 30
MAHALO 60/ 60

Taxabl e Year 1979

Pr ogram

CAT-FIT
CAT-FI'T

UNI VERSAL LEASI NG
ANSETH LEASI NG
ANSETH LEASI NG
ESCON LEASI NG
ESCON LEASI NG
ESCON LEASI NG
CANDACE 60/ 60
CANDACE 60/ 60
CANDACE 60/ 60

39 -

Peti ti oner(s)

onens
Oonens
onens

Peti ti oner(s)

onens
Oonens

Petitioner(s)

D xon
Di xon
D xon
Oonens

Peti ti oner(s)

Hongser nei er
Di xon
Hongser nei er
Di xon
Hongser nei er
Onens
Di xon

Peti ti oner(s)

Hongser nei er
Di xon
Hongser nei er
Ri na

Young
Hongser nei er
Di xon
Thonpson

Di xon
Cravens

Ri na



Taxabl e Year

CANDACE 60/ 60
CANDACE 60/ 60
CHARTER 80, 000
CHARTER 120, 000
| N\VESTORS 80, 000

| NVESTORS 120, 000

1980

Taxabl e Year

Pr ogram

CAT-FI'T

CAT-FIT

CAT-FI'T

ANSETH LEASI NG
ANSETH LEASI NG
ANSETH LEASI NG
ESCON LEASI NG
ESCON LEASI NG
ESCON LEASI NG
CANDACE 60/ 60
CANDACE 60/ 60
DELTA 40/ 40
DELTA 60/ 60
DELTA 60/ 60
DELTA 60/ 60
DELTA 60/ 60
DELTA 60/ 60
DELTA 60/ 60
CHARTER 40, 000
CHARTER 80, 000
CHARTER 120, 000
CHARTER 120, 000
CHARTER 120, 000
CHARTER 120, 000
| NVESTORS 80, 000
| N\VESTORS 80, 000
| NVESTORS 80, 000

| N\VESTORS 120, 000
| NVESTORS 120, 000

1981

Pr ogram

ANSETH LEASI NG
ESCON LEASI NG
DELTA 60/ 60
CHARTER 120, 000
CHARTER 120, 000
CHARTER 120, 000

40 -

Thonpson
Young
Ri na
Young
Ri na
Young

Petitioner(s)

Di xon

DuFr esne
Hongser nei er
Hongser nei er
Ri na

Young

Di xon
Hongser nei er
Thonpson
Cravens

Ri na
Hongser nei er
Cravens

Di xon

DuFr esne

Ri na
Thonpson
Young

Ri na

Ri na

Di xon

DuFr esne
Thonpson
Young

DuFr esne

Ri na
Thonpson

Di xon

Young

Petitioner(s)

Young
Di xon
Young
Di xon
DuFr esne
Young



| NVESTORS 80, 000 DuFr esne
| NVESTORS 120, 000 Di xon
| NVESTORS 120, 000 Young

Taxabl e Year 1982

Progr am Petitioner(s)
ANSETH LEASI NG Young
CHARTER 120, 000 DuFr esne
CHARTER 120, 000 Young

| NVESTORS 80, 000 DuFr esne

| NVESTORS 120, 000 Young

Taxabl e Year 1983

Pr ogr am Peti ti oner(s)
ANSETH LEASI NG Young
CHARTER 120, 000 DuFr esne

| NVESTORS 80, 000 DuFr esne

! Maurier Leasing, a subch. S |easing program was
considered by the Court in Pike v. Comm ssioner, 78 T.C. 822
(1982).

The notice of deficiency issued to the Thonpsons for the
taxabl e year 1981 states in pertinent part: "Based on
exam nation information fromthe 1978, 1979, and 1980 returns,
the investnent interest is generated fromthe interest deduction
tax shelter. The purported payees cannot be identified fromthe
1981 incone tax return filed by the taxpayers." Respondent has
not been able to identify specifically the Kersting prograns that
t he Thonpsons participated in during 1981. However, the record
suggests that, in addition to the Kersting prograns that the
Thonpsons participated in during 1979 and 1980, the Thonpsons
participated in the Anseth Leasing Program during 1981.

| f the Thonpson and Cravens cases had been renoved fromthe

test case array, there would have been no reduction in coverage
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of the test cases. In other words, each programin which the
Thonpsons and Cravenses participated during the years in issue
was al so a program before the Court in which one or nore of the
ot her test case petitioners had partici pated.

V. The Maui_Session (February 1987)

After Messrs. Seery and McWade had sel ected the test cases,
they initiated settlement negotiations and began to prepare the
test cases for trial.?® Their trial preparations included work
on a proposed stipulation of facts and an attenpt to take
M. Kersting's deposition. During this period (June 1986 or
t hereabout), M. Seery and M. Kersting's attorney, L.T. Bradt
(M. Bradt), discussed using the 1981 search of M. Kersting's
office as a basis for filing a notion to shift the burden of
proof to respondent in the test cases.

A Trial Notices

By |letter dated July 30, 1986, Judge CGoffe inforned
Messrs. Seery and McWade that the test cases woul d be set for
trial during a special session of the Court commencing on
February 9, 1987, in Wil uku, Maui, Hawaii (the Maui session).
Judge Coffe's letter also informed Messrs. Seery and McWade t hat
he intended to notify each Kersting petitioner who had not filed
a piggyback agreenent that his or her case would be set for trial

during the Maui session.

2 Settlenent negotiations between M. MWade and M. Seery
are discussed in greater detail infra pp. 78-80.
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I n August 1986, the Court issued orders setting the 14 test
cases for trial during the Maui session. By letter dated
August 5, 1986, Judge CGoffe inforned all Kersting petitioners who
had not al ready executed piggyback agreenents that their cases
woul d be set for trial at the Maui session unless they executed
pi ggyback agreenents by Septenber 29, 1986. Judge Coffe's letter
states as foll ows:

August 5, 1986

Dkt #
Dear

Your case involves matters concerning pronotions
by Henry Kersting. Cases with issues identical to the
i ssues in your case have been set for trial on
February 9, 1987, at the courtroomof the Crcuit Court
for the Second Gircuit in Wiluku, Mui, Hawaili

In order to conserve the tinme and expense of the
t axpayers, the governnment and the Court, all of the

cases with identical issues will be tried at one tine
unl ess the parties agree in advance, in witing, to be
bound by the outcone of the cases set for trial. In

nost of the pending cases, the parties have so agreed
to be bound.

You shoul d contact at your earliest convenience the

| awyer for the governnment in the Kersting cases if you
decide to agree to be bound. He is M. Kenneth MWade,
PJKK Federal Buil ding, Room 3304, Box 50089, 300 Al a
Moana Boul evard, Honol ulu, Hawaii 96850. Hi s tel ephone
nunber is (808) 546-7333. If, however, you do not w sh
to be bound, you should advise ny office pronptly, in
witing at the above address, in order that your case
may be set for trial on February 9, 1987. 1In either
event, you nust advise M. MWade or ne by

Sept enber 29, 1986.

If you fail to advise M. MWade by Septenber 29,
1986, that you wish to be bound and have executed a
stipulation to be bound by that tine and if you fail to
advi se ne by Septenber 29, 1986, that you w sh to have
your case set for trial, it will automatically be set
for trial on February 9, 1987. |If your case is set for
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trial and you do not appear for trial, your case wll
likely be dism ssed and you will be required to pay al
of the incone tax which the governnent contends you
owe, plus interest thereon as provided by |aw.

WIlliam A Goffe
Judge

I n Novenber 1986, the Court issued orders notifying Kersting
petitioners who had not filed piggyback agreenents that their
cases were set for trial at the Maui session. As additional
Kersting project cases were docketed and identified, the Court
i ssued orders setting themfor trial at the Maui session, subject
to being stricken if the parties executed a piggyback agreenent.

B. Pi ggyback Agreenents

As early as June 1985, Kersting program participants had
begun executing piggyback agreenents (1985 piggyback
agreenents), ® drafted by Messrs. McWade and Seery, that stated
as foll ows:

Stipulation of Settlenent for Tax Shelter Adjustnents

Wth respect to all adjustnents in respondent's
notice of deficiency relating to the Kersting interest
deduction tax shelter(s), the parties stipulate to the
following terms of settlenent:

1. The termKersting prograns refers to interest
expense deductions or other rel ated deductions
associated with various progranms pronoted by Henry
Ker sti ng.

2. The Kersting program deduction adjustnents
shal |l be redeterm ned on the sane basis that the sane
program adj ustnents are resolved with respect to
taxpayers trying the sanme program adjustnents at the

24 Before 1987, there was no uniformformat for piggyback
agreenents. In 1987 or early 1988, respondent's Tax Shelter
Branch i ssued a standard form of piggyback agreenent.
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June 10, 1985 session of the Court in Honolulu, Hawaii,
or such session as these cases may be adj ourned or
continued to by the Court (hereinafter "TRI ED CASE").

3. Al issues involving the Kersting prograns
shall be resolved as if the petitioner(s) in this case
is the sane as the taxpayers in the TRI ED CASE

4. A decision shall be submtted in this case
when the decision in the TRIED CASE is entered;

5. Following entry of the decision in this case,
petitioner(s) consents to the assessnent and coll ection
of the deficiencies, attributable to the adjustnents
formul ated by reference to the Tax Court's opi nion,
notw t hstanding the restrictions contained in |.R C
8 6213(a);

6. The petitioner(s) in this case wll testify or
provide information in any case involving the sanme tax
shel ter adjustnents, if subpoenaed; and

7. The petitioner(s) in this case consents to the
di sclosure of all tax returns and tax return
information for the purpose of respondent's discovering
or submtting evidence in any case involving the sane
Kersting shelter adjustnents.

The parties agree to this stipulation of
settl enment.

Pi ggyback agreenents executed by Kersting program

cipants after 1985 differed fromthose executed in 1985.

cul ar, post-1985 piggyback agreenents stated as foll ows:

Stipulation of Settlenent for Tax Shelter Adjustnents

Wth respect to all adjustnents in respondent's
notice of deficiency relating to the Kersting interest
deduction tax shelter(s), the parties stipulate to the
followng terns of settlenent:

1. The Kersting interest deduction tax shelter
adj ustments shall be redeterm ned on the sane basis
that the sane tax shelter adjustnents are resolved with
respect to taxpayers trying the sanme shelter
adj ustnents at the February 9, 1987 session of the
Court in Wil uku, Maui, Hawaii, or such session as
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t hese cases may be adjourned or continued to by the
Court (hereinafter "TRIED CASE").

2. Al issues involving the Kersting interest
deduction tax shelter(s) shall be resolved as if the
petitioner(s) in this case is the sane as the taxpayers
in the TRI ED CASE;

3. A decision shall be submtted in this case
when the decision in the TRI ED CASE becones final under
. R C. 8§ 7481;

4. Followng entry of the decision in this case,
petitioner(s) consent to the assessnent and collection
of the deficiencies, attributable to the adjustnents
formul ated by reference to the Tax Court's opi nion,
notw t hstanding the restrictions contained in |I.R C
§ 6213(a);

5. The petitioner(s) inthis case will testify or
provide information in any case involving the sanme tax
shel ter adjustnents, if subpoenaed; and

6. The petitioner(s) in this case consents to the
di sclosure of all tax returns and tax return
information for the purpose of respondent’'s discovering
or submtting evidence in any case involving the sane
shel ter adj ust nents.

7. If the Court determines the I.R C. § 6621(d)
penalties are applicable in the test case controlling
petitioner's(s') case, then the petitioner(s) concedes
that |.R C. §8 6621(d) is applicable to any under paynment
of tax determined in their case(s) attributable to the
Kersting interest deduction tax shelter(s), if such
under paynment exceeds $1, 000.00 in any one taxabl e year.

8. Wth respect to adjustnents in respondent’'s
notice of deficiency relating to additions to the tax
under I.R C. 8§ 6653(a), the parties agree to the
fol | ow ng:

(a) Respondent concedes that the
petitioner(s) are not liable for additions to tax under
|. R.C. 8§ 6653(a) or 8§ 6653(a)(1l) or § 6653(a)(2) for
any year prior to the taxable year 1982.

The parties agree to this stipulation of
settl enent.



In sum whereas paragraph 4 of the 1985 pi ggyback agreenents
states that a decision will be entered in the piggyback case
following entry of decision in the test cases, paragraph 3 of the
post - 1985 pi ggyback agreenents states that a decision will be
entered in the piggyback case once the decision in the test cases

becones final.?® See Gidley v. Comm ssioner, T.C Mno. 1997-

210. Unli ke 1985 piggyback agreenents, post-1985 piggyback
agreenents state (at paragraph 7) that petitioners agree to be
bound to the Court's holding in the test cases respecting the
applicability of increased interest under section 6621(c) on any
under paynment of tax of nore than $1,000. Further, while 1985

pi ggyback agreements make no reference to additions to tax, post-
1985 pi ggyback agreenents state (at paragraph 8) that petitioners
are not liable for additions to tax for negligence for any year

before the taxable year 1982.2°

2 Despite this distinction, respondent did not nove for
entry of decision--upon entry of decisions in the Kersting test
cases in early 1992--in any of the cases in which Kersting
petitioners had executed the 1985 version of the piggyback
agreenent. Respondent has taken the position that no deci sions
shoul d be entered in any of the piggyback cases until the
decisions in the test cases becone final. Cf. Abatti v.
Comm ssi oner, 859 F.2d 115 (9th G r. 1988), affg. 86 T.C 1319
(1986).

26 Al'though the record does not reveal why post-1985
pi ggyback agreenents limt respondent's concession of additions
to tax for negligence to taxable years before 1982, a plausible
expl anation for selecting 1982 as the line of demarcati on would
be that the Tax Court had released its opinion in Pike v.
Commi ssioner, 78 T.C 822 (1982), in May 1982, putting taxpayers
on notice for 1982 and | ater taxable years that M. Kersting's
prograns did not generate legitimte interest deductions.
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When Messrs. McWade and Seery drafted the piggyback
agreenents, M. Seery did not consider the possibility that a
test case m ght be settled.?’

Nont est case petitioners Ronald L. and Mattie E. Al verson
(docket No. 17646-83) executed their piggyback agreenent in June
1985. Nontest case petitioners Anthony E. and Carol A. Eggers
(docket No. 7323-84), John L. and Terry E. Huber (docket No.
20119-84), Stanley C. and Sharon A Titconb (docket No. 17992-
95), and Richard B. and Donna G Rogers (docket No. 17993-95)
execut ed piggyback agreenents in | ate Novenber 1986. Nontest
case petitioners Norman W and Barbara L. Adair (docket No.
35608- 86) executed their piggyback agreenent in March 1987.

Nont est case petitioners Wllis F. McConmas, Il and Marie D
McComas (docket No. 19464-92), Wesley Armand and Sherry Lynn
Caci a Baughman (docket No. 621-94), Joe A and JoAnne Ri nal di
(docket No. 7205-94), and Norman A. and Irene Cerasoli (docket

No. 9532-94) did not execute piggyback agreenents for their cases
on these dockets.

C. M. Seery's Wthdrawal s as Counsel

During late 1986 and early 1987, and shortly before the Mau
session, M. Seery began to withdraw as counsel in the Kersting

cases in the circunstances descri bed bel ow.

2T A piggyback agreenent that binds the piggyback case to
the outcone of the test case, whether by litigation or
settlenment, is not unprecedented. See, e.g., Fisher v.
Commi ssioner, T.C Meno. 1994-434.




1. The Thonpsons

In 1985, the Thonpsons had retained Sanuel M Huestis
(M. Huestis) to prepare an estate plan for them Eventually,
the scope of M. Huestis' representation was extended to include
settl enment of the Thonpsons' 1978 tax liabilities and their
di spute with M. Kersting, as described infra pp. 56-67

One result of that dispute was M. Huestis' letter of
Septenber 10, 1986, to M. Seery, notifying himthat the
Thonpsons were seeking substitute counsel and requesting the
Thonpson files. On Septenber 15, 1986, M. Seery sent the
Thonpson files to M. Huestis and infornmed himthat the Thonpsons
were test case petitioners. M. Seery indicated that he was
W t hdrawi ng as the Thonpsons' counsel in the Tax Court.

On Cctober 28, 1986, M. Huestis wote to M. Seery to
express dissatisfaction wwth the sufficiency of the Thonpsons
files and to warn M. Seery that his earlier representation of
t he Thonpsons, while he was al so apparently representing
M. Kersting, could be viewed as a conflict of interest and | ead
to an action for "professional negligence".

On Cctober 31, 1986, M. Seery filed notions to wthdraw as
counsel in the Thonpsons' cases.?® The Court granted M. Seery's

nmoti ons i n November 1986.

28 M. Seery had entered his appearance only in the
Thonpson cases assi gned docket Nos. 19321-83 and 31236-84, not
docket No. 30965- 85.
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In the interim M. Huestis assisted the Thonpsons in
| ocating and interviewing M. DeCastro to serve as their counse
in the Tax Court.?® On Novenber 15, 1986, M. Thonpson and
M. DeCastro's associate, Phillip Hoskins, executed a retainer
agreenent under which M. Thonpson agreed to pay M. DeCastro
$5,000 for his effort to negotiate a settlenent of the Thonpson
tax cases. The agreenent provided that the retainer fee was
limted to settlenment negotiations and did not include
preparation for or representation at trial. |In early January
1987, M. DeCastro filed an entry of appearance in the Thonpson
cases.

2. The Test Cases

On Novenber 7, 1986, M. Seery filed a notion to change
the place of trial of the test cases from Maui to Honol ul u.
M. Seery asserted that a trial in Maui would be inconveni ent and
a hardship to M. Kersting, who |ived and operated a business in
Honolulu. M. Seery's notion included the statenent that

4. M. Kersting is providing the financial

support for the litigation of this and the rel ated

cases and the additional expense involved in

transporting witnesses and staff to Wail uku as wel |

as paying for accommopdations for the staff while in

Wai luku is a great financial burden to him
On Novenber 14, 1986, the Court issued an order denying

M. Seery's notion to change the place of trial. 1In so doing,

2 M. Huestis had initially referred the Thonpsons to a
law firm Loeb & Loeb, in Los Angeles, California. The Loeb firm
declined to represent the Thonpsons because of the short tinme to
prepare for the Maui session and the inconpl eteness of the
Thonpson files.
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the Court noted that the notion "inplies that * * * [M. Seery]
represents not only petitioners but also Henry Kersting, the
pronoter of the tax shelters which are the subject of this
l[itigation." The Court went on to observe that, if M. Seery
were representing both M. Kersting and petitioners, the dual
representation would constitute a conflict of interest. The
Court attached to the order copies of several authorities
concerning conflicts of interest, including Adans v.

Comm ssioner, 85 T.C. 359 (1985). M. Seery subsequently filed

nmotions to withdraw as counsel in the Kersting project cases
(both test cases and nontest cases), citing concerns about a
possi ble conflict of interest. The Court granted M. Seery's
not i ons.

By letter dated Decenber 12, 1986, M. Kersting inforned
Kersting program participants that Judge Goffe had "inferred"
that M. Seery mght have a conflict of interest. Although
M. Kersting denied that he was represented by M. Seery, he
stated that he and M. Seery had decided that it would be prudent
for M. Seery to withdraw as counsel. M. Kersting further
stated that substitute counsel had been retained to represent
test case and nontest case petitioners alike.

D. Entries of Appearance by Chicoine and Hallett

Following M. Seery's withdrawal, M. Bradt reconmmended that

M. Kersting hire M. lzen to serve as counsel for the test
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cases.® However, M. Kersting, with his son-in-law, an
attorney, Roger Moseley (M. Mseley), contacted Robert J.
Chicoine (M. Chicoine) and Darrell D. Hallett (M. Hallett)
(collectively Chicoine and Hallett), to determ ne whether they
woul d represent the test case petitioners at the Maui session.

On Novenber 22, 1986, M. Kersting sent M. Hallett a
| etter describing the Kersting progranms. Shortly thereafter,

M. Kersting interviewed M. Hallett in Hawaii. On Decenber 9,
1986, Chicoine and Hallett reached an agreenment with M. Kersting
to represent the test case petitioners (other than the
Thonmpsons). On Decenber 12, 1986, M. Kersting wote to Kersting
program participants informng themthat M. Seery had w t hdrawn
as counsel and that Chicoine and Hallett had been retained. At
the sane tinme, either M. Kersting or Chicoine and Hallett
infornmed the test case petitioners that they would have to

provi de Chicoine and Hallett with witten authorization to enter
appearances in their cases.

Al t hough M. Seery sent Chicoine and Hallett his files for
the test cases, nost of the docunents that M. Seery had intended
to use at trial remained in M. Kersting' s possession. By
| etter dated Decenber 19, 1986, Chicoine and Hallett rem nded
M. Kersting that they needed all docunents in the possession of
M. Kersting and M. Seery that pertained to the Kersting

prograns in dispute in the Tax Court.

3 M. Bradt and M. |zen had been | aw partners from 1978
to 1981.
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By letter dated January 7, 1987, Chicoine and Hallett
outlined the conditions underlying their agreenment with
M. Kersting to represent the test case petitioners in the Tax
Court. Chicoine and Hallett's letter states in pertinent part:

Qur representation is conditioned upon the
fol |l owi ng however:

1. We will represent only the individuals
sel ected as test cases and who request us to do so. W
are not representing or acting on behalf of any other
t axpayers or litigants who have invested in various
conpanies in which you are affiliated and who have
stipulated to be bound by the outcone of the litigation
or desire legal advice with respect to whether they
shoul d accept the Internal Revenue Service's settl enent
pr oposal .

2. Al parties understand and agree that under
the circunstances, the Petitioners involved in the test
cases who have expressly authorized us to represent
themw ||l be our clients and that we do not represent
you i ndividually, although you have agreed with those
Petitioners that you wll pay the legal fees to defer
[sic] the costs of their defense. W wll discuss the
fee arrangenent with each of the Petitioners in the
test cases and their perception of any possible
conflict of interest which we would require that they
wai ve.

3. It is understood that there will be no
restrictions on the advice which we may provide to our
clients and after review of the relevant facts and
docunents, we are free to propose such settlenents as
we rmay deem appropriate. W need not proceed with
trial in any situation if which we consider our
position to be indefensible or frivol ous.

In early January 1987, Messrs. Chicoine and Hallett filed
entries of appearance as counsel in each of the test cases other
t han the Thonpson and Cravens cases.

As discussed in greater detail infra pp. 100-106, at the

time of M. Seery's withdrawal fromthe Cravens cases,
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M. Cravens and M. MWade had agreed to a settlenment of the
Cravens cases. After reaching an agreenent with M. MWde, M.
Cravens did not authorize Chicoine and Hallett to enter an
appearance in his cases.

E. Evi dentiary | ssues

After undertaking to represent the test case petitioners,
Chi coine and Hallett decided to challenge their deficiency
notices on the ground that the search of M. Kersting's office in
January 1981 had been illegal. Chicoine and Hallett thereupon
filed notions for leave to file anmendnents to the petitions and
| odged the anmendnents with the Court. The anendnments incl uded
argunents that the materials seized by the Internal Revenue
Service during the search of M. Kersting's office should be
suppressed at trial of the test cases and that the burden of
proof and burden of going forward with evidence should be shifted
to respondent. On January 14, 1987, the Court granted Chicoine
and Hallett's notions for leave to file anendnents to the
petitions and subsequently directed respondent to file answers to
the petitions as anended.

1. The Maui Sessi on

Al t hough the test cases were originally scheduled for trial
at the Maui session, the trial was del ayed by the need to use the
Maui session to receive testinony and evi dence on the evidentiary
i ssues raised by Chicoine and Hallett.

M. MWade and Henry E. O Neill (M. ONeill), another tria

attorney assigned to the Honolulu District Counsel Ofice,
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appeared on behalf of respondent at the Maui session.
M. DeCastro appeared at the Maui session on behalf of the
Thonpsons. The Cravenses did not appear at the Maui session.
Fol |l owi ng the Maui session, the Court ordered respondent and
petitioners, by May 18 and June 17, 1987, respectively, to file
opening and reply briefs addressing the evidentiary issues raised
by Chicoine and Hallett. On notions by the parties, the Court
extended the dates for the filing of opening and reply briefs to
June 8 and August 10, 1987, respectively.

2. Di xon | Opi nion

On February 11, 1988, the Court issued its D xon | opinion
rejecting Chicoine and Hallett's evidentiary argunents.
Specifically, the Court held that petitioners had failed to
establish standing to contest the Kersting search. Dixon v.

Comm ssioner, 90 T.C. 237 (1988).

By order dated July 1, 1988, the Court set the test cases
for trial in San Diego, California, on January 9, 1989. By order
dated Cctober 24, 1988, the Court granted M. lzen's notion to
reconsi der and set the test cases for trial in Honolulu, Hawaii,
on January 9, 1989.

V. Kersting Disputes Wth Program Partici pants

Before the trial of the test cases, M. Kersting had
di sputes, sunmarized below, with the Thonpsons and the

Al exanders.



A The Thonpsons

1. The Bauspar Program

On August 13, 1979, the Thonpsons purchased a condom ni um
unit in Wahiawa, Hawaii (the WAhi awa property), from Pacific
Uni versal Corp. (not a Kersting conmpany). On April 24, 1981, the
Thonpsons entered a Kersting program known as Bauspar--not one of
the Kersting prograns in dispute at the trial of the test cases--
to effect the payoff of seller-provided financing on the Wahi ana
property. The Thonpsons executed a first nortgage and prom ssory
note reflecting a | oan from Bauspar, Inc. (Bauspar), in the
princi pal anmount of $80,000. The Thonpsons agreed to repay the
$80, 000 Bauspar loan, with interest at 7 percent per year,
t hrough nonthly paynments of principal and interest of $532.24 for
a 10-year period, followed by a ball oon paynent of $69, 182.47.3!
In conjunction with the Bauspar | oan, the Thonpsons agreed to
pur chase $80, 000 worth of Bauspar stock. The Thonpsons borrowed
$80, 000 to purchase the Bauspar stock from anot her Kersting
conpany, Paragon I|Investnents, Inc. (Paragon), at an annual
interest rate of 18 percent. The Thonpsons further agreed to
participate in a "savings program' by depositing $1, 200 per nonth
into an account with Ctizen's Financial, Inc. (Ctizen's
Fi nanci al ), anot her Kersting conpany.

On August 12, 1982, the Thonpsons agreed to sell the Wahi ana

property to Kevin and Ada Shea for $122,500 by an "Agreenent of

38 |t appears that the Thonpsons actually made nonthly
paynments of $535 to Bauspar.
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Sal e" under which the Thonpsons apparently took back a purchase
nmoney nortgage on the property. The Thonpsons continued to
participate in the Bauspar programuntil 1986 when the Sheas
decided to sell the Wahiawa property to a third party.

On January 30, 1985, M. Kersting sent M. Thonpson a
schedule listing the interest paynents that M. Thonpson had nmade

during 1984 as foll ows:

Payee Anmount
Bauspar, Inc. $6, 420. 00
Par agon | nvestnents, |nc. 9,611. 04
Ctizens Financial, Inc. 14, 400. 00

Upon sal e of the Wahi awa property by the Sheas in 1986,
Bauspar received a check in the anbunt of $75,511.74 in
satisfaction of the principal anmount remaining due on the
Thonpsons' | oan from Bauspar.

2. Deterioration of Thonpson/ Kersting Relationship

Wil e working on the Thonpsons' estate plan, M. Huestis
asked M. Kersting for an accounting of the Thonpsons
investnments in Kersting prograns. By letter dated March 3, 1986,
M. Kersting responded by providing M. Huestis a summary |ist of
the Kersting prograns that the Thonpsons had participated in
during 1977, 1978, 1979, 1980, and 1981. By letter dated
March 12, 1986, M. Huestis inforned M. Kersting that the
Thonpsons wished to termnate their participation in all Kersting
prograns and obtain a conplete accounting of their investnents.

M. Huestis also requested that all future communications
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regarding the matter be directed to M. Huestis rather than to
t he Thonpsons.

By |letter dated March 17, 1986, M. Kersting conplained to
M. Huestis about his "assertive approach"” and said he would
continue to conmunicate directly wwth the Thonpsons. By letter
dated March 17, 1986, M. Kersting wote to M. Thonpson,
confirmed that he would term nate M. Thonpson's prograns, and
i nqui red whether M. Thonpson still had any stock certificates
i ssued in connection with his participation in Kersting prograns.
M. Kersting's letter also states that M. Thonpson woul d i ncur
tax liability for capital gains that would be realized upon the
termnation of his accounts in the Kersting prograns.

On March 21, 1986, M. Huestis again wote to M. Kersting,
stating that the Thonpsons were di sappointed with M. Kersting's
failure to respond to their requests or to assist themwth the
tax problens arising fromtheir participation in his prograns.
By letter to the Thonpsons dated March 25, 1986, M. Kersting
confirmed that he would liquidate their investnents, as discussed
with M. Thonpson in a recent tel ephone conversation.
M. Kersting requested that M. Thonpson endorse all rel evant
stock certificates and return themto M. Kersting so that the
proceeds fromthe sale of stock represented by such certificates
could be used to retire M. Thonpson's debts to Kersting
conpani es.

By letter dated March 31, 1986, M. Kersting wote to

M. Thonpson and admtted that he was having difficulty
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reconciling M. Thonpson's Bauspar account because Earl LeMond,
M. Kersting's son-in-law and the manager of the Bauspar program
did not keep reliable records. Nonetheless, M. Kersting
prepared an accounting of M. Thonpson's Bauspar account
indicating that M. Thonpson had paid $90, 769. 72 under the
program and had recei ved nont axabl e di vi dends of $27, 000 and
Federal tax and State incone tax savings (presumably from
i nt erest deductions) of $36,307.79 and $9, 000, respectively.
M. Kersting further indicated that, in light of M. Thonpson's
apparent dissatisfaction, he would waive the normal requirenent
t hat the Bauspar programrun for a 10-year period, allow
M. Thonpson to term nate the program prematurely, and pay
M. Thonpson $27,000 reflecting 3 years of "equity build-up" in
the program On the basis of his accounting, M. Kersting
concl uded that M. Thonpson would realize a net gain of $8,538.07
fromthe Bauspar program M. Kersting advised M. Thonpson to
check his accounting carefully, and that, if necessary, M.
Kersting woul d make adjustnents in M. Thonpson's favor to avoid
a |l egal dispute.

On March 31, 1986, M. Kersting wote a second letter to
M. Thonpson stating that the Thonpsons owed a total of $11, 844
to Aval on Acceptance Corp., Aztec Acceptance Corp., Mhal o
Accept ance Corp., Lonmbard Acceptance Corp., and Candace, for
i nterest due on | everage notes during 1983 and 1984.

M. Kersting's letter states in pertinent part:
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| will assunme that you will take the position
that you should not be paying interest on notes which
produced deductions which you m ght not have used.
Wiile this, of course, would not go well with a bank or
Credit Union (they would charge you interest whether
you use the deductions or not) I amw lling to make
adj ustnents to your advantage. To get that underway I
suggest that you tell us which of the deductions were
clainmed by you in 1983 and 1984.

* * * * * * *

To keep the spirit of accomodation alive and to renove

all elements of dissatisfaction we are quite willing to

| ean over into your direction. It has troubled ne

considerably that of all people you would be displ eased

wi th our services.

On May 6, 1986, M. Thonpson wote to M. Kersting
requesting a full accounting for his participation in the Bauspar
program M. Thonpson informed M. Kersting that the property
subj ect to the Bauspar nortgage had been sold. M. Thonpson al so
said that he was rem nding M. Kersting that, upon his retirenent
in 1982, he had asked to termnate his participation in the
progranms for which M. Kersting was now seeking interest paynents
for | everage | oans.

Begi nning in June 1986, M. Thonpson stopped naking the
$1, 200 nonthly deposits to Citizens Financial as required under
t he Bauspar program At the sane tinme, M. Thonpson ignored
M. Kersting's witten requests to explain his failure to nmake
the deposits. Further, on June 23, 1986, at the suggestion of
M. Huestis, the Thonpsons retained John A Chanin (M. Chanin),
an attorney practicing in Honolulu, to assist themin their

di spute with M. Kersting. M. Chanin assigned the matter to his

associate, Keith Y. Yamada (M. Yanada).
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On August 1, 1986, M. Yanada spoke with M. Kersting by
t el ephone and requested a detail ed accounting of the anmpunts that
t he Thonpsons had paid to Bauspar and Citizen's Financial, as
well as a status report on the prom ssory notes executed by the
Thonpsons in favor of Bauspar, Signet Financial, Inc., and
Paragon. Follow ng the tel ephone call from M. Yamada,
M. Kersting called M. Thonpson. During this conversation,
M. Thonpson rem nded M. Kersting that the Wahi awa property had
been sold. M. Kersting stated that he would provide M. Chanin
with copies of the docunents relating to M. Thonpson's
participation in the Bauspar program as soon as M. Thonpson
provided M. Kersting with a witten authorization to rel ease
t hem

By letter dated August 23, 1986, M. Kersting notified the
Thonpsons that he had turned their file over to M. Mseley for
collection and that he sensed that litigation was i nmm nent.
M. Kersting's letter states in pertinent part:

Si nce the odds, however, are in favor of inmm nent

litigation | consider it to be ny obligation to point

out to you the consequences:

The day after you have all owed your attorneys to file

suit I will declare all notes which you have executed
to our conpanies in default and begin collection
proceedings. W wll make an effort to collect from
you not only the $11, 844.00 of interest on prom ssory
not es of which we have sent you billings several tines
we wll also file suit to collect the principal of al
notes which we hold. The aggregate sumis well in

excess of $250, 000. 00, as you know.

| will also ask you to return to us the $40, 000. 00 we
advanced to you after the First Savings debacle. W
will start collection proceedings on the $75,000. 00
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note whi ch you executed in favor of FEDERATED FI NANCE

COVMPANY to facilitate the acquisition of your stock in

First Savings & Loan Ass. W wll ask you to pay a

pre- paynent penalty on your nortgage on the house in

Wahi awa.

W will NOT arrange for you a capital gain in your

BAUSPAR HOLDI NGS I NC. stock which | had consi dered- -

even though not due you because of premature w thdrawal

fromthe Plan--and we will NOT render assistance in

saving you capital gains taxes on the re-capture of

basis in your stock hol dings.

We will NOT provide | egal assistance free of cost to

you any longer in US Tax Court proceedings. You wll

have to retain your own attorney to nake an appearance

for you on February 9/1987 in US Tax Court.

By letter dated August 24, 1986, M. Kersting notified
M. Seery that he expected to be in litigation wth the Thonpsons
and directed M. Seery not to "render any services, at our
expense," to the Thonpsons.

By letter dated August 28, 1986, M. Huestis notified
M. Mbseley that he represented the Thonpsons in connection with
their Kersting transactions and the pending Tax Court litigation.
M. Huestis advised M. Mseley to direct all future
conmuni cati ons regardi ng the Thonpsons to M. Chanin. *

By |etter dated Septenber 5, 1986, M. Kersting again
notified M. Seery of his dispute with the Thonpsons and
the likelihood of litigation. M. Kersting included a copy

of M. Huestis' August 28, 1986, letter to M. Mseley.

2. As previously nentioned, this was around the tine that
M. Seery began the process of w thdrawi ng as counsel for the
Thonpsons, followng M. Huestis' notification to M. Seery that
t he Thonpsons were in the process of retaining substitute
counsel .
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M. Kersting told M. Seery that he considered it "mandatory"
that the Thonpsons be renobved as test case petitioners. On
Septenber 24, 1986, M. Kersting again wote to M. Seery,

rem ndi ng himof the need to renove the Thonpsons fromthe |ist
of test cases. During this period, M. Thonpson began talking
wi th other Kersting program participants about filing a class
action lawsuit against M. Kersting.

On January 1, 1987, M. Kersting wote to Bill Wtthorne, a
Kersting program participant, requesting help in dealing with
M. Thonpson. M. Kersting's letter states in pertinent part:

Yet, | consider it inportant that soneone woul d bring

home to Jack the dangers of the action he has in m nd.

He has been hoodw nked by the attorneys out in

California and I think he is blind to the

ram fications. Can you think of anyone in California

who is close to Jack and willing to talk to hin®
That same day M. Kersting wote to Benness M Richards, another
Kersting program participant, stating in pertinent part:

We have been unsuccessful over the last six nonths or

so to convince Jack that he will be better off with the

| egal representation provided by us. Neither has

anyone be [sic] able to bring hone to himthat the I RS

does NOT make hima better deal than offered to all the

ot her Petitioners.

On March 10, 1987, M. DeCastro and M. Huestis inforned
M. Thonpson that M. Kersting would not return the Thonpsons'
prom ssory notes. M. DeCastro indicated that he wanted to
di scuss the possible involvenent of his firmin bringing |egal
action against M. Kersting.

On April 10, 1987, M. Thonpson wote a letter to other

Kersting program participants, saying that M. Kersting had
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deceived him In his letter, M. Thonpson said that he had gone
to M. Kersting to reduce his tax liabilities but that he now
believed the cost to hi mwould be great because the Internal
Revenue Service was challenging M. Kersting' s prograns.
M. Thonpson suggested that the biggest worry for Kersting
program participants was M. Kersting's "ultimte weapon", the
prom ssory notes. M. Thonpson enclosed a copy of a letter that
he had received from M. Kersting as an exanple of what the
others might face.* M. Thonpson inforned the other
participants that, although M. Kersting had prom sed to cancel
all prom ssory notes in exchange for the surrender of the
Kersting conpany stock that was purchased with the proceeds of
the primary | oan, M. Thonpson had tried to surrender his
Kersting conpany stock but M. Kersting had refused to cancel
M. Thonpson's prom ssory notes. M. Thonpson indicated that
he no longer trusted M. Kersting, and that he had retained
M. DeCastro.

By letter dated May 5, 1987, M. Yanmada advi sed M. Thonpson
that a |l awsuit against M. Kersting would have nmerit, and that a
class action | awsuit should be considered. Around this tinme,
M. DeCastro had proposed to file suit on behalf of the Thonpsons

against M. Kersting in Federal District Court.

3%  Although the Court's copy of M. Thonpson's Apr. 10,
1987, letter does not include a copy of a letter from
M. Kersting, we assunme that M. Thonpson circul ated
M. Kersting's letter of Aug. 23, 1986.
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On May 26, 1987, M. Huestis called M. DeCastro and | earned
that, after M. Kersting had obtained a copy of M. Thonpson's
April 10, 1987 letter, M. Mseley had witten to M. DeCastro
on behalf of M. Kersting and proposed a settlenment of the
Ker sting/ Thonpson dispute. During a later neeting that day with
M. Thonpson, M. Huestis agreed to contact another |awyer in
Honol ul u, Charles R Kozak (M. Kozak), to discuss whether
M. Kozak m ght represent the Thonpsons in a | awsuit agai nst
M. Kersting.

On May 27, 1987, M. Huestis contacted M. Kozak on behal f
of the Thonpsons. M. Kozak informed M. Huestis that he had

represented two other Kersting participants (David L. Bi gel ow

3 David L. Bigelow and Patricia L. Bigel ow had
participated in the CAT-FIT programduring the taxable years
1975 and 1976. In Bigelow v. Conm ssioner, T.C. Summary 1983-6
(docket No. 3147-78S), the Court held that the Bigel ows were
entitled to interest deductions that they had cl ai mred under the
CAT-FIT program partly on the basis of evidence that the
Bi gel ows had successfully sued a related Kersting finance conpany
in State court. Because the Bigelows' case was tried under the
smal | tax case procedure, the case was not subject to appeal and
is not treated as precedent for any other case. See sec.
7463(b) .

M. Kozak had represented M. Bigelow in a | awsuit agai nst
M. Kersting for paynent of the "equity build-up" in a nortgage
fundi ng program (presumably Bauspar) follow ng M. Bigelows
term nation of the program M. Bigelow won the suit and
col | ected damages. According to M. Kozak, M. Bigel ow had
prevailed by virtue of M. Kersting's prom se not to enforce
notes that M. Bigelow had signed in connection with his
participation in other Kersting prograns. M. Bigel ow used
M. Kersting's witten prom se that he woul d not enforce
prom ssory notes to prevent M. Kersting fromasserting the
principal on the notes as a defense or offset to M. Bigelows
claimto the equity buildup in the nortgage fundi ng program
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and M chael Provan®) and that he knew the Kersting prograns and
how to | ocate M. Kersting' s assets.® On June 2, 1987,

M. Huestis agreed to send a copy of the Thonpson file to

M. Kozak. On the sanme date, M. Huestis notified M. Yanada
that the Thonpsons did not plan to retain the Chanin firmto
bring suit against M. Kersting.

Messrs. Bigel ow, Provan, and Thonpson all asked M. Kozak to
investigate the filing of a lawsuit against M. Kersting. On
August 6, 1987, M. Kozak wote to M. Thonpson and suggested
that there was a good chance of obtaining a | arge judgnment
against M. Kersting through a class action |awsuit, but that
coll ection of any such judgnent would be uncertain. In addition,
M. Kozak's letter states in pertinent part:

As you know, Kersting is now enbroiled with the

| RS on behalf of his clients. | recently had a

conference wth Ken McWade, |ocal counsel for the IRS

He tells ne the trial of these cases will be no sooner

than late Spring 1988. | suspect 12-18 nonths is a

nore realistic date. Al so Mc\Wade stated he is 100%

sure Kersting will be unable to show any "purposive"

function of his corporations other than to avoid taxes.

Several w tnesses including yourself are available to

McWade to prove Kersting never had any intention of

enforcing the notes he had his clients execute. Al so,
| am suspicious that Kersting's representation that his

3% M. Kozak had represented M. Provan when he had been
sued as a director of First Savings. The representation ended
with a settlenent with the conpany that provided First Savings
officers and directors liability insurance. M. Kozak did not
represent M. Provan in any tax controversies with the Internal
Revenue Service related to the Kersting prograns.

3% As discussed in greater detail, infra pp. 115-116,
M. Kozak and his wi fe, Susan K Kozak, had participated in one
or nore of the Kersting prograns that were the subject of this
Court's opinion in Pike v. Conm ssioner, 78 T.C. 822 (1982).
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conpani es are making | oans, |easing cars and factoring
accounts i n any neani ngful business sense is wthout
any nerit.

Further, | believe we will find that Kersting did
not do many of the "house keeping" accounting and | egal
matters which needed to be done to qualify his schenes
before the IRS, even if there was an arguabl e busi ness
pur pose position for his schenes under the tax code.

In my estimation, those clients of Kersting who
continue to be represented by Kersting's |awers are
headed towards a nightmare. Interest continues to
nmount on the taxes due. By the tinme the pilots finally
get a decision fromthe tax court, they will be in
terrible financial condition. O course, they wll
still have to pay the tax since bankruptcy will not
termnate their tax liability.

Those who are smart enough shoul d di sassoci ate

t hensel ves from Kersting's | awers now, obtain their

own counsel, offer their testinmony as part of their

negotiations with the RS and buy out as cheap as they

can now

There is no evidence in the record that the Thonpsons have
ever filed a lawsuit against M. Kersting or that M. Kersting
has ever filed a |l awsuit agai nst the Thonpsons. There i s no
docunentation in the record to support M. Thonpson's statenent
to M. Kersting in 1986 that in 1982 he had asked M. Kersting to

termnate M. Thonpson's participation in the Kersting prograns.

B. The Al exander Di spute

As previously nmentioned, M. Alexander first met
M. Kersting in Los Angeles in the early 1960's. In the md-
1970's, M. Al exander |lent over $100,000 to M. Kersting to
assist himin the acquisition of Cosnopolitan Financial Cornp.
M. Alexander's creditor's interest in Cosnopolitan evolved into

a stock interest in Charter Financial. M . Al exander al so | ent
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$80,000 to M. Kersting' s subchapter S |easing corporations in
t he 1970' s.

In 1977, M. Al exander, a mnority sharehol der of First
Savings, nmet with M. Kersting to discuss the possible
acquisition of the conpany. M. Al exander participated in the
acquisition of First Savings and added to his First Savings stock
hol dings in the process. M. Al exander participated in certain
Kersting prograns at issue in Dixon Il during the taxable years
1974 through 1977.

In 1980, M. Al exander brought suit against M. Kersting
in Hawaii State court seeking the repaynent or return of
approxi mately $450,000 that M. Al exander clainmed he had lent to
or invested with M. Kersting. M. Kozak initially represented
M. Alexander in this litigation. M. Kersting and/or his
conpani es eventually filed counterclains in excess of $4 million
agai nst M. Alexander. M. Mseley represented M. Kersting in
the Al exander litigation.

In March 1982, M. Al exander received a tel ephone call from
I nt ernal Revenue Service Special Agents CGeorge Scott and M ke
Duncan, who were interested in questioning M. Al exander
regarding M. Kersting's various prograns. The record does not
refl ect whether M. Al exander ever agreed to be questioned by the
agents.

The Al exander/Kersting litigation eventually was submtted
to arbitration during a week-1ong proceeding in July 1987.

During the arbitration proceeding, M. Kersting discovered that
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Messrs. Al exander, Kozak, and Matsunoto had contacted M. MWade
to di scuss whether the Governnment would pay a finder's fee
for information pertaining to M. Kersting' s prograns.
M. Al exander's discussions with M. MWde on the subject of
a finder's fee are discussed in greater detail, infra pp. 106-
115.

In a letter dated July 24, 1987, M. Kersting brought his
di spute with Al exander to the attention of Chicoine and Hallett,
stating as foll ows:

Dear Darrell:

| have spent the better part of this week in
arbitration hearings concerning a case whereby we are
attenpting to acconplish an offset of debt owed us by a
M. Denis Al exander against certain obligations we have
to him The matter has been going on for nore than six
years and has becone sheer agony.

During the course of the proceedi ngs, however, certain
matters canme to the surface which will becone apparent
to you as you will read the enclosed material. The
material w Il disclose a conspiracy between MWade,
DEnis [sic] Al exander, an accountant by the nane of

G |l bert Matsunpbto and an attorney by the nane of
Charl es Kozak.

Here are sone short facts to illum nate the case:

DEnis [sic] Al exander was a long-tine friend going back
nore than 25 years, until we | ocked horns over the debt
referred to above.

G | bert Matsunoto is an accountant who was for years
the tax preparer for our Finance Conpany in A ea,
Feder at ed Fi nance Conpany, and for about 10 to 14 of

our clients which we had referred to him He had given
me an opinion with respect to the viability of the
SubChapter S concept which we enployed in the m d-70s
for our Leasing Conpanies. He, in fact, did the filing
of SubChapter S qualification fornms for us with the IRS
in Fresno, Calif. and did sone of the Tax Returns. |
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adapted the SubChapter S principles on the strength of
hi s advise [sic].

Charl es Kozak is an attorney here in town who was at
one tinme a sharehol der in one of our SubChapter S
Leasi ng Conpani es and al so a participant in other
prograns. He did sone |legal work for us in the md-70s
in chasing a dead-beat by the nanme of Feliciano and he
obt ai ned j udgenent for us. He becane an adversary
after he had nmade no | ease paynents on a car which we
had | eased to himwhich conpelled us to repossess the
car. He was delinquent by nore than one year. He has
stirret [sic] up trouble for me ever since.

These three characters now conspired with McWade to
initiate crimnal proceedi ngs again agai nst ne and, as
you will read, already di scussed anong thensel ves how
to divide the "finders fee" (nore precisely the Judas
ducats) which they expected to receive fromIRS. As we
took Al exanders [sic] testinmony this week it becane
apparent to Kozak that he had acted unethically and he
read a statenment into the records that "he had advi sed
his client (Al exander) not to engage in reporting nme to
the IRS in order to extract fromnme a settlenment of his
clains” which, of course, is self-defeating since he
was an active participant in the schene.

| have reason to believe that all of this | ed nowhere.

| f even entrapnent and subsequent raid on our prem ses
did not yield the evidence for the CID characters to
take me out of circulation the Kozak / Al exander /

Mat sunmot o / McWade conspiracy had no prospect of
success. Mre than a year has gone by since these rats
tried to make noney by setting nme up for execution.

| will assume that this incident will becone a piece

of the nosai c which should be made known to the US Tax

Court Judge in support of my contention that IRS and

it's [sic] representatives have conspired to ruin ny

busi ness and inflict harmon ne personally, one way or

anot her .

Following the arbitration hearing, M. Mseley filed a
conplaint wwth the Suprenme Court of the State of Hawaii, Ofice
of Disciplinary Counsel (HODC), accusing M. Kozak of conflict of
interest and of attenpting to extort nmoney fromM. Kersting in a

civil suit. On March 17, 1988, M. Kozak submtted a witten
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response to the HODC in response to M. Mseley's conplaint.
M . Kozak alleged that he had been offered i nducenents by the
I nt ernal Revenue Service in exchange for his cooperation in an
| nternal Revenue Service investigation of M. Kersting,
suggested that HODC should contact M. MWade, denied that he
used the threat of Internal Revenue Service litigation against
M. Kersting, and denied any conflict of interest. On April 12,
1988, M. Kozak wote another letter to HODC stating that the
I nt ernal Revenue Service had agreed to pay M. Kozak and
M. Al exander for their cooperation in an Internal Revenue
Service investigation of M. Kersting. At the evidentiary
hearing in this proceeding, M. Kozak testified that his
statenents to HODC that the Internal Revenue Service had agreed
to pay himfor cooperation in an investigation of M. Kersting
were fal se.

On July 12, 1988, the arbitrator released his Arbitration
Deci sion and Award denying all clains and countercl ai ns between

Messrs. Al exander and Kersting.® The arbitrator's decision

37 Followi ng the issuance of the arbitration decision, the
Al exanders clained a net operating loss (NOL) on their 1988 tax
return in the anmount of $321,000 identified as amounts "expended
for the purpose of starting new businesses deened to be
unretrievable by the Arerican Arbitration Association". The
Al exanders later clainmed an NOL in the anpbunt of $360, 260 on
their 1990 tax return and an NOL carryforward of $201, 955 and a
|l oss "due to fraud" in the anpbunt of $129,000 on their 1991 tax
return. The Al exanders' 1991 tax return included the foll ow ng
statenent :

The | oss was $450, 000. $321, 000 was cl ai ned on the
1988 returns. $129, 000 was not cl ai ned because
(continued. . .)
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turned largely on the lack of credibility of both parties.
The record does not reflect the outcone of M. Kersting's
conplaint filed with HODC agai nst M. Kozak

C. Col |l ection Actions

In Dixon |1, the Court described M. Kersting's 1980 dunning
letter to nore than 30 program participants and several |awsuits
brought during the period 1983-86 in the nanes of Kersting
corporations agai nst Kersting program participants to coll ect
anounts purportedly due on prom ssory notes. See Dixon Il, 62
T.CM (CCH) at 1466-1467, 1505-1506, 1991 T.CM (R A, at 91-
3007 to 91-3008, 91-3048 to 91-3050. Sunmmarized bel ow are the
Court's findings and conclusions in Dixon Il regarding the
collection lawsuits.

1. St eve Hane

In 1983, a Kersting conpany, Atlas Funding, comrenced an
action on a $30,000 renewal primary note for a stock subscription
pl an agai nst Kersting program partici pant Steve Hane. The Court

noted that the Hane litigation was the only exanple in the record

37(...continued)

recovery was expected in the future. 1In 1991 the
assets on which the recovery was anti ci pated

di sappeared because the corporation was absorbed and
ceased to exist.

Upon exam nation of the Al exanders' returns for 1990 and
1991, the Conm ssioner disallowed the clainmed NOL's and fraud
|l oss. After the Al exanders agreed to these adjustnents, the
Comm ssi oner issued a notice of deficiency to the Al exanders
determ ning accuracy-rel ated penalties attributable in part to
the disallowed | osses. In Al exander v. Conmm ssioner, T.C
Summary 1997-80 (docket No. 8948-95S), the Court sustained the
Comm ssioner's determ nations.
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of litigation on a primary note. The Court concluded that the
evi dence of the Hane litigation was inconsequential because of
the lack of any testinony about the matter and the fact that
Atlas Funding dism ssed the action voluntarily after obtaining a
default judgnent.

2. Carl Mott, George Vernef, and Robert Peterson

In Dixon I, the Court found that Kersting corporations
pursued collection lawsuits in 1985-86 on | everage | oans agai nst
Kersting program participants Carl Mtt, George Vernef, and
Robert Peterson. The Court noted that while Carl Mtt had been
sued only for interest on |everage |oans, Messrs. Vernef and
Pet erson had been sued for both interest and principal on
| everage | oans. The Court found that there was no explanation in
the record how Messrs. Vernef and Peterson could have owed
princi pal on | everage | oans that would be consistent with the way
the Kersting prograns were intended to operate nor with the way
that they apparently actually operated. Further, the Court found
that the judgnents entered against M. Vernmef were vacated after
the parties agreed to settle the cases and that a default
j udgnment entered against M. Peterson | ater was set aside on
M. Peterson's notion. The Court summarized its concl usions
regarding collection activities and litigation as foll ows:

Fi ve Kersting corporations comenced actions

agai nst Carl Mdtt based upon a year of unpaid interest

on 15 | everage notes, but the principal anmounts of the

notes were not in issue. The record is replete with

copi es of checks, drawn on personal bank accounts other

than Liberty Bank or Hawaii National Bank, that
petitioners used to pay interest on | everage notes.
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Respondent does not dispute that Kersting insisted on
these interest paynents, but maintains that to the
extent they were made they nust be characterized as
fees to Kersting for providing tax deductions.
Consequently, that Carl Mtt allegedly failed to pay
interest on | everage notes is of no significance to the
subst ance of his or anybody el se's | everage | oans.

* * * * * * *

As illustrated by Kersting's pay-or-else letter
to over 30 clients on Septenber 25, 1980, and his 1986
correspondence with the Thonpsons, his overriding
concern was to be conpensated by neans of |everage | oan

i nterest. It was this anobunt that even he often
referred to as a "fee" or a deductible "cost" of tax
deductions. |In encouraging clients by neans of the

Sept enber 25, 1980, letter to "discharge the debt to
whi ch you are a party," he sought only small anounts
that coul d not have represented typical primary or

| everage loans. H s letters to the Thonpsons indicate
that he only threatened or pursued collection of
princi pal obligations when the investor neglected or
refused to pay | everage loan interest. This rare
occurrence, which Kersting did not testify he either
i ntended or expected, is not sufficient to transform
any of petitioners' |oans from Kersting corporations
i nt o genui ne recourse indebtedness.

Dixon Il, 62 T.C.M (CCH) at 1505-1506, 1991 T.C M (R A), at 91-
3049 to 91-3050.

VI. Settlenents

A. | nternal Revenue Service Policy

1. Nati onal Ofice Position

After a tax shelter project is created and a project
attorney and a project Appeals officer are appointed, an official
project settlenent offer is determ ned by the project Appeals
officer, the project attorney, and District Counsel. The project
attorney and project Appeals officer review the strengths and

weaknesses of the particular tax shelter and eval uate the hazards
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of litigation to determ ne an appropriate project settl enent
offer. Upon determ nation of the project settlenent offer, the
terms of the offer are reported to the Tax Shelter Branch in the
National O fice for dissemnation to Internal Revenue Service
field offices (particularly the exam nation and appeal s
functions) throughout the country to ensure that simlarly
situated taxpayers are treated consistently.

Once a tax shelter project is assigned to a particular
District Counsel office, that office has the authority to settle
any individual case in the project. D strict Counsel generally
is expected to adhere to the official project settlenent offer.
Neverthel ess, District Counsel has the authority in special
circunstances to settle individual tax shelter project cases on a
basis different fromthe project settlenent offer. For exanple,
District Counsel could deny a project settlenent offer to the
shelter pronoter or a participant who had hel ped to narket the
program In addition, District Counsel mght elimnate an
addition to tax (such as negligence) because of the participant's
| ack of education or sophistication in financial matters.

District Counsel can alter or nodify an official project
settlement offer wi thout prior approval of the National Ofice.
However, District Counsel is required to notify the Tax Shelter
Branch of any change or nodification to the official project
settlenment offer in order to allow the Tax Shelter Branch to
dissem nate the revised offer to Internal Revenue Service offices

t hroughout the country.
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The National Ofice did not maintain a policy prohibiting
the settlenent of a test case. However, the Conmm ssioner's
practice of w thdraw ng project settlenent offers once the
project test cases have been set for trial would serve to bar
settlenents in test cases and nontest cases alike.?®

2. Reqgi onal Counse

Benjam n C. Sanchez (M. Sanchez) served as Regi onal Counsel
for the Western Region during the period in question. H's view
of District Counsel's settlenent authority in tax shelter cases
differed fromthe National Ofice view In M. Sanchez' view,
District Counsel had authority to settle tax shelter project
cases only on the basis of the official project settlenent offer.
M. Sanchez believed that District Counsel was obliged to adhere
strictly to the official project settlenent offer because of the
overriding need to ensure consistent treatnment of tax shelter
proj ect cases. Although M. Sanchez acknow edged that District
Counsel technically had authority to settle a tax shelter project
case on a basis different fromthe official project settlenent
offer, M. Sanchez believed that it would be inproper to do so.
In his view, disciplinary or other adverse career consequences
mght followif D strict Counsel deviated fromthe official

project settlenent offer in settling a case.

% O course, District Counsel might be reluctant to settle
a test case at a tine that renoval of the case fromthe test case
array would require delay in the trial to allow the parties to
sel ect a repl acenent case.
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M. Sanchez expected that he would be infornmed by D strict
Counsel of settlenments in tax shelter project cases that deviated
fromthe official project settlenent offer.

B. Oficial Kersting Project Settlement Ofer (7-Percent
Reducti on of Deficiency or Qut-of-Pocket Expenses)

Bet ween January 1982 and mi d-1986, the terns of the official
Kersting project settlenent offer were stated as foll ows:

You will be all owed your actual out-of-pocket
expenses, in essence, the interest you actually paid
to Henry Kersting on the prepaynent | oan, or |everage
| oan, which amount equal s approximately 7% of the
determ ned deficiencies in nost cases. |In addition,
if you reported capital gain income fromthe Kersting
transactions, or recaptured the difference between your
adj usted basis in the stock and your outstanding
i ndebt edness, then an appropriate adjustnent will be
made to reflect this fact. |In addition, if you are
involved in a leasing plan, to the extent there are
additional allowable I.R C. Section 162 expenses which
were not clained on the return, an appropriate
al l omance will be made for settlenment purposes. |If
you were involved in the Uniform Gft to Mnors Act
program referred to as KAT-FIT (sic), to the extent
you can establish conpliance with the Cifford Trust
rul es, then an appropriate allowance for the deductions
will be made. The governnment will concede the
negli gence penalties, I.R C. Section 6653(1) and |I.R C.
Section 6653(a)(2), as well as the I.R C. Section
6621(c) interest.

The 7-percent reduction of the deficiency reflected a deduction
equal to an average of the actual out-of-pocket expenses in
approxi mately 25 Kersting project cases. For this purpose, the
Comm ssioner treated the "interest" paid on Kersting | everage

| oans as the out-of-pocket expense. Fromrespondent's
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perspective, the 7-percent settlenent offer was equivalent to
all owing a deduction for a theft loss in the year of paynent. 3°

Under the 7-percent settlenment offer, the Conm ssioner
woul d: (1) Concede the negligence addition to tax and increased
interest inposed on tax-notivated transactions pursuant to
section 6621(c); (2) concede an annual deduction under section
162 or 212 to leasing program participants for expenses that
exceeded t he out-of-pocket adjustnent; (3) concede the deficiency
in full to participants in the CAT-FIT program who coul d provide
informati on on how the funds paid to the mnor child were used
and establish that such use did not give rise to constructive
recei pt of inconme by the parents; and (4) nmake appropriate
adjustnents if the taxpayer had reported capital gains upon the
surrender of stock certificates to M. Kersting. The purpose of
t hese concessions and adjustnents was to provide simlar
treatnent of all Kersting program participants who wi shed to
settle their cases.

C. Devi ations From O ficial Project Settlenment Ofer

1. Modified 7-Percent Settlenent Ofer

Bet ween April and Septenber 1986, M. MWade and M. Seery
conducted settlenent negotiations that led M. MWde to offer a

settlenment that deviated fromthe official project settlenent

3% Respondent's position represented a concession insofar
as the all owance as a deduction of a theft |oss of paynents
i nduced by m srepresentation is postponed until the year of
di scovery. See sec. 165(e); Bellis v. Comm ssioner, 61 T.C 354,
357 (1973), affd. 540 F.2d 448 (9th Gr. 1976).
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offer in one significant respect. Specifically, by Septenber
1986, M. McWade and M. Seery had agreed to nodify the 7-percent
settlenment offer to incorporate a new feature they called the
"shel ter burnout" that would apply in cases involving nore than 1
taxabl e year. The shelter burnout feature grew out of M.
Seery's contention that M. Kersting's prograns could be viewed
as a tax deferral nechanism M. MWde agreed with M. Seery,
for settlenment purposes, to allow a shifting of the initial
year's deficiency to a later year as a "shelter burnout”. For
exanple, in a case involving 2 taxable years, the taxpayer's
l[iability for statutory interest under section 6601 was conputed
under the nodified 7-percent settlenment offer by treating the
taxpayer's tax liability for the earlier of the 2 years as having
been incurred on the due date for paynent of tax for the later
year. Under this approach, the total anobunt of the taxpayer's
under|lying tax deficiencies remained the sanme, but the taxpayer's
l[tability for interest on the deficiencies was reduced by the
anount of such interest that otherw se would have accrued on the
deficiency for the earlier year of the 2-year period. Variations
of this approach were used in cases involving nore than 2 taxable

years. The nodified 7-percent settlenment offer negotiated by

40 |n Dixon Il, the Court considered and rejected the
argunment that M. Kersting's prograns resulted in nere tax
deferral. The Court arrived at this conclusion through a
detail ed anal ysis of the Cravenses' tax returns for 1979 and
1980. See Dixon Il, 62 T.C M (CCH at 1483-1484, 1991 T.C. M
(RIA), at 91-3026
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M. Seery and M. MWade provided that the Conmm ssioner woul d
settle any additions to tax for fraud on a case-by-case basis.

By |etter dated Septenber 29, 1986, M. Seery inforned
Kersting program participants of the terns of the nodified 7-
percent settlenment offer and suggested that they give serious
consideration to the proposal. M. MWde infornmed M. Seery
t hat, because the trial of the test cases had been set for
February 1987, the nodified 7-percent settlenent offer would be
w t hdrawn on Decenber 31, 1986, and that Kersting program
participants interested in accepting the settlenent should
contact M. McWade by Novenber 10, 1986, in order to allow tine
to conplete the necessary conputations before the w thdrawal of
the offer.

On Cctober 10, 1986, M. Kersting issued a letter to
Kersting program participants in which he characterized the
nmodi fied 7-percent settlenent offer as "grossly inadequate.”

Messrs. Sinms and McWade did not notify the National Ofice,
Regi onal Counsel, or the Appeals Ofice that they had
i ncorporated the burnout feature in their offer to settle
Kersting project cases.

2. 20-Percent Settlenent Ofer

Bet ween Sept enber and Decenber 1986, M. MWade and M. Sins
began to offer 20-percent settlenments that were based on the sane
general approach as their nodified 7-percent settlenent offer
that included the burnout feature. The 20-percent settlenent

approach originated in late 1986 in separate negotiati ons between
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M. Sinms and M. Chicoine and between M. MWade and

M. DeCastro. The enhanced 20-percent settlenent offer reflected
the perceptions of Messrs. Sins and McWade that the evidentiary

i ssues raised by Chicoine and Hallett increased respondent's
risks of litigation.

The 20-percent settlenent offer was not dissemnated in
witing by either M. Sins or M. MWde. The existence of the
20- percent settlenment offer becane known, if at all, through a
conbination of M. Kersting's letters to program participants
and calls that M. MWde received from Kersting program
participants. Messrs. Sins and McWade did not request approval
fromor otherwise informthe National Ofice, Regional Counsel,
or the Appeals Ofice before making the 20-percent settl enent
of fer.

Fol |l owi ng the February 1987 Maui session, the Honol ulu
Appeal s Ofice once again began to offer Kersting program
partici pants a deduction for their cash out-of-pocket expenses,
or if substantiation was not avail able, a reduction of the
deficiency by 7 percent, with a waiver of the additions under
section 6653(a)(1l) and (2). The Honolulu Appeals Ofice did not
| earn that M. MWade had negoti ated 20-percent settlenent offers
until m d-1988, follow ng i ssuance of the Court's opinion in
Dixon I. At that time, the Honolulu Appeals Ofice determ ned
not to extend such offers because it saw no reason to deviate

fromthe official 7-percent project settlenment offer.
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3. Neqgoti ati ons for 50-Percent Settlenent Ofer

In January 1987, Messrs. Sins and Chicoine continued their
efforts to negotiate a settlenent of the Kersting project cases.
Initially, their discussions concerned a hi gher percentage
settlement if M. Kersting would agree to quit the tax shelter
busi ness. They eventual |y abandoned their discussions to |ink
the settlenent offer with M. Kersting's future conduct.

By letter dated January 16, 1987, M. Chicoine notified
M. Kersting that he believed he had arrived at an agreenent with
M. Sinms to settle all the Kersting cases docketed in the Tax
Court by allow ng 50 percent of the clained interest deductions.
M. Chicoine's letter further states that Chicoine and Hallett
woul d agree to represent Kersting program participants desiring
to settle their cases on these terns for a flat fee of $550 per
case.

On January 19, 1987, M. Kersting wote a letter to program
participants stating that a 50-percent settlenent had been
negotiated. M. Kersting recommended that the 50-percent
settl enment be accepted; he included with his letter a formfor
program participants to use to authorize Chicoine and Hallett to
represent them for purposes of settlenment. As a result of
M. Kersting's letter, approximately 300 Kersting program
partici pants contacted Chicoine and Hallett seeking

representation.
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In the neantinme, M. Sins consulted Barbara Leonard, Deputy
Regi onal Counsel for the Western Region. She directed himto
term nate negotiations based upon a 50-percent settlenent.

Upon learning of M. Kersting's letter, M. DeCastro called
M. Chicoine to inquire about the ternms of the purported 50-
percent settlenment. M. DeCastro stated that the ternms of the
purported settlenent were better than the terns he had
received for his clients and that he intended to attenpt to
obtain the sanme terns for his clients. During his conversation
with M. Chicoine, M. DeCastro threatened to "nmake trouble" for
M. Chicoine unless he referred clients residing in California to
M. DeCastro for further representation. M. Chicoine flatly
rejected M. DeCastro's proposal.

Foll ow ng the release of M. Kersting' s January 19, 1987,
letter, M. Sins received nunerous tel ephone calls from Kersting
program partici pants and attorneys seeking to accept the 50-
percent settlenent. Follow ng his conversation with
M. Chicoine, M. DeCastro called M. Sins to express concern
that M. Chicoine's clients mght obtain nore favorable
settlenments than the settlenents offered to M. DeCastro's
clients.

By letter to M. Chicoine dated February 4, 1987, during the
week i mredi ately preceding the Maui session, M. Sins denied that
he had agreed to a 50-percent settlenent of the Kersting project

cases. M. Sins' letter states in pertinent part:
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1. | have not settled any of the Kersting cases
with you.

2. The governnment has not made any new, bl anket
offer to settle these cases (other than our old 7%
offer): nor has the governnment nade any offer to wholly
or partially concede any of the issues presented by
t hese cases. To the extent that you nmy di sagree with
this statement, any such offer of concession that you
bel i eve has been nmade by ne or any ot her governnment
official is hereby w thdrawn.

3. W do not have a workable basis for settl enent
of any case or any group of cases. If you should
attenpt to represent to the Court that you have such a
basis, either in order to obtain a continuance of the
trials in this matter or to attenpt to force the
governnent into unagreed-to settlenents or concessi ons,
| will dispute this firmy.

Before the start of the Maui session, Judge CGoffe held a chanbers
conference with Messrs. Chicoine, Hallett, Sinms, MWde, O Neill
and DeCastro. Although M. Chicoine told Judge CGoffe that the
parties had reached a basis of settlenent, M. Sins denied that
there was a settlenment. M. Sins said that he had "pull ed

the plug" on a proposed 50-percent settlenent because

M. Kersting had interfered with the negoti ati ons.

4. Revi val of 20-Percent Settlenent Ofer

During spring 1987, M. Chicoine continued to explore with
M. MWade the possibility of a global settlenent. By letter
dated April 13, 1987, M. Chicoine provided Kersting program
participants with a detailed status report addressing
devel opnents at the Maui session as well as settl enent
negotiations. M. Chicoine's letter also stated that the firnls
representati on of nontest case taxpayers was not intended to

extend to general representation in all matters but was limted
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to the acceptance of an Internal Revenue Service settl enent
of fer.

On April 16, 1987, M. Chicoine wote to M. Kersting and
confirmed that he would be neeting M. MWade in Hawaii the
foll ow ng week to discuss the possible settlenment of six cases.
M. Chicoine warned M. Kersting not to address the subject of
the status of settlenent negotiations in his letters to Kersting
program participants, inasmuch as his conments coul d be
detrinmental to such negotiations. On or about April 27, 1987,

M. Chicoine informed M. Kersting that he would recomend t hat
Kersting program participants accept a 20-percent settl enent
of fer.

By letter dated May 22, 1987, M. Kersting provided
M. Hallett with information pertaining to a purported 30-percent
settlenment negotiated by M. DeCastro on behalf of Benness M and
Jane Richards.* M. Kersting stated that he was attenpting to
obtain information respecting additional settlenents negotiated
by M. DeCastro. Between May 1987 and February 1988,

M. Kersting wote no fewer than seven letters to Chicoine and
Hal l ett strongly objecting to their comruni cation of a 20-percent

settlenment offer to Kersting programparticipants. In his

4 |In Richards v. Comm ssioner, T.C. Menon. 1997-149,
suppl enmented by T.C. Meno. 1997-299, affd. w thout published
opinion 165 F. 3d 917 (9th G r. 1998), we observed that the
settlement nmay have been detrinental to M. and Ms. Richards
insofar as the original deficiency had been conmputed using an
excessive tax rate (70 percent) and may have been based in part
upon the disallowance of |egitinate non-Kersting interest
deductions. See supra p. 27.
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May 22, 1987 letter, M. Kersting objected to Chicoine and
Hal l ett's recomendati on of a 20-percent settlenent in pertinent
part as foll ows:

As | have done several tinmes now | ask you again NOT to

comuni cate to anyone of ny friends a prospect of a 20%

settlement. The 50%flop has left a $40,000.00 to

$50, 000. 00 scar with us. It was a lesson | wll take

wth me to the other side. | trust that you have

reconsi dered by now your position in the matter and

that you wll NOT go into an adverse stance to ne and

my enterprises. | assure you that the jolt of Apri

27th has not worn off yet.

On June 10, 1987, M. Kersting forwarded to M. Chicoine a
letter that he had received fromM. DeCastro pertaining to a
settlenment that M. DeCastro purportedly negotiated on behal f of
Boyd S. and Jeannette F. Proctor. By letter dated June 16, 1987,
M. Chicoine responded to M. Kersting, stating that he was
satisfied that the Proctors did not receive a settlenent in
excess of 50 percent as M. Kersting had suggested because the
figures in question did not include the Proctors' liability for
statutory interest. M. Chicoine concluded that the settlenent
was in the range of a 14-percent reduction of the Proctors
defi ci ency.

On Novenber 4, 1987, M. Kersting sent M. Hallett a letter
whi ch states in pertinent part:

Here | asked you about a year ago to defend ny

friends, here | had high hopes and reasonabl e

expectation that you would work with us, that we would

wor k on consensus and to the comon benefit of ny

friends and here |I find that you not only do not care

to do that, you are actually noving into an adversary

position. And this after | have paid you an enor nous

anount of |legal fees and after | have disciplined
nmysel f over and over again to keep nmy tenper as |
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observe a widening rift between the attorneys who are
supposed to work for us and who are, instead, |ooking
after their strangly [sic] perceived protection from
liability. M interest in these proceedi ngs and what
| consider to be the best interest of ny friends is
arrogantly overl ooked and we are, if your schene of

things would prevail, relegated to onl ookers to a
spectacle for which we are conpelled to pay but in
which we are not allowed to take part. It is sinply
absurd.

On January 12, 1988, M. Kersting issued a letter
encour agi ng nontest case Kersting program participants who had
paid $550 to Chicoine and Hallett for representation in the
settlement process to "recall your funds".

By letter dated January 20, 1988, M. Chicoine notified the
test case petitioners represented by his firmthat M. MWade was
offering a 20-percent settlenment. M. Chicoine's letter states
in pertinent part:

M. MWade has stated that you may settle your case

al ong the grounds set forth above. Since you are a

test case, however, you will not be permtted to

withdraw if you wish to enter into the settl enent

proposed. Accordingly, we would enter into an

agreenent with M. MWade that regardl ess of the

outcone of the trial, you would be allowed the

settlement. Thus, if the case were lost inits

entirety, your tax deficiency would be calculated in

accordance with the settlenent.

By letter dated January 22, 1988, M. Hallett inforned

M. Kersting that Chicoine and Hallett were seeking an opi nion
froman expert on legal ethics whether it would be appropriate
for the firmto accept new clients seeking to settle Kersting
proj ect cases. However, M. Hallett stated that the firm woul d
continue to informits existing clients regarding the status of

settl enent di scussions.
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By letter dated January 29, 1988, M. Chicoine sent
M. Kersting copies of proposed stipulated decisions reflecting
settlenments that M. Chicoine had negotiated with M. MWade in
three Kersting cases.* M. Chicoine stated that Chicoine and
Hal l ett were obliged to informall Kersting program participants
who had retained his firmthat M. MWde was continuing to offer
settlenments despite M. Kersting's msrepresentations in his
letters to Kersting program participants that no settlement was
bei ng of f ered.

By letter dated February 5, 1988, John A. Strait, Associate
Prof essor of Law at the University of Puget Sound School of Law
(Professor Strait), responded to Chicoine and Hallett's request
for an expert opinion regarding their ethical obligations as
counsel in the Kersting project. Professor Strait advised
Chicoine and Hallett that the firmdid not have an attorney/
client relationship with, or owe attorney/client duties to,
M. Kersting, but that Chicoine and Hallett did have an
attorney/client relationship with the test case petitioners as
wel |l as the nontest case Kersting program partici pants who had
sent Chicoine and Hallett the $550 retai ner and authori zation
forms. Concerning the nontest case clients, Professor Strait
concl uded that Chicoine and Hallett were obliged to "eval uate

settlenment proposals and to transmt to them your recomrendation

42 M. Chicoine's letter identified the taxpayers as
Mul I er, Lipsky, and Mellows. The record does not reflect the
terms of the settlenents in these cases.
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with the explanation of what the options mght be as to the
desirability of accepting any settl enent proposal."”

On February 6, 1988, M. Kersting wote to M. Hallett
stating in pertinent part:

| take it from our phone conversation yesterday that
you are intent nowto trigger the nelt-down on ne and
our corporations with which you have threatened ne now
for nonths. And if | have absorbed all this correctly,
you will do this mainly out of concern that some of ny
friends m ght sue you at sonme tine down the line if you
do not advise themof a "settlement” which you perceive
to be avail abl e,

The bitter irony of all this is that there was only a
remote possibility that anyone of ny friends would sue

you. If you go through with your threat to cause a run
on us you will have THE CERTAINTY that there will be
l[itigation. It will be hell after this.

On February 8, 1988, M. Kersting wote a letter to Kersting
program partici pants warning themthat Chicoine and Hallett soon
woul d circulate the details of a 20-percent settlenent offer.

M. Kersting urged Kersting program participants not to hire
Chi coine and Hallett for purposes of settlenent and instead to
await the Court's decision regarding the evidentiary issues

rai sed by Chicoine and Hallett on behalf of the test cases.
During this period, M. Kersting threatened to sue Chicoi ne and
Hal lett if they reported the settlenent offer.

On February 9, 1988, M. Chicoine issued two |letters, one
addressed to the firms clients and one addressed to Kersting
program partici pants who had contacted Chicoine and Hall ett
regardi ng representation. These letters served as status reports

on the Tax Court case and settlenent negotiations. M. Chicoine
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reported that M. MWade had offered to settle docketed Tax Court
cases in accordance with the previously described 20-percent
settlenment offer, recommended that program participants seriously
consider the settlenent, and suggested that those who desired to
settle on these terns should contact Chicoine and Hallett.

On February 20, 1988, M. Kersting wote to Chicoine and
Hal l ett stating in pertinent part: "I hereby revoke your
appoi ntnent as counsel for the test cases".

On February 23, 1988, M. Chicoine wote to M. MWde
seeking a 20-percent settlenment on behalf of test case
petitioners Terry D. and Joria K Ownens. M. Chicoine's letter
states in pertinent part:

M. Owens understands that not all cases will settle

and you wish to proceed to trial with some test cases.
It is hoped that under the circunstances he may be

wi thdrawn as a test case. |If this is not possible,
he still wi shes to settle the case and enter into an
agreenent which will permt himto settle the case

regardl ess of the outcone of the trial.

M. and Ms. Omens subsequently decided that they would not
continue efforts to settle their case.

In early March 1988, Chicoine and Hallett began receiving
requests from Kersting program participants for return of the
$550 retainer fee. Although Chicoine and Hallett returned the
full amount of the fee to all those who requested it, they were
informed that they mght be billed for a "m nimal anount"”
reflecting the firms costs associated with the opening of files

and i ssuance of status reports.
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On March 9, 1988, M. Kersting issued a letter to program
partici pants characterizing Chicoine and Hallett as "scoundrel s",
and stating that he had fired themand retained M. lzen to
represent the test cases (excluding the Thonpsons and the
Cravenses).

By letter dated April 22, 1988, M. Chicoine notified
Kersting program participants that the Court had ruled in the
Governnent's favor in Dixon |I; he restated his support for the
20-percent settlenent offer described in his February 9, 1988,
letter and reveal ed that, because of a disagreenment with
M. Kersting, Chicoine and Hallett would w thdraw as counsel for
the test cases.*

M. Kersting later carried out his threat to sue Chicoine
and Hallett for legal nmalpractice. M. lzen served as an expert
witness for M. Kersting in his |awsuit agai nst Chicoine and
Hal l ett.

By letter dated April 8, 1988, M. MWade notified

M. DeCastro that, after June 15, 1988, respondent would no

4 Coincidentally, on Apr. 20, 1988, M. DeCastro wote a
letter to a client, Janes Losey, expressing simlar sentinments in
favor of settlenent of the Kersting cases. After outlining the
deadlines that M. MWade had set for the acceptance of
out standi ng settlenment offers, M. DeCastro's letter states in
pertinent part:

There is now an urgent need for your friends and
acquai ntances to consult their |egal counsel and
seriously consider settling their case with the IRS.
The evi dence continues to build against the taxpayers
in these cases and despite M. Kersting's assurances,
we feel the trial will be won by the IRS. The result
woul d be very serious for the taxpayers.
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| onger consider settlenments, other than on the basis of allow ng
out - of - pocket expenses, and that out-of-pocket settlenents woul d
no | onger be available after COctober 3, 1988. By nenorandum
dated Cctober 19, 1988, the Acting Chief of the Tax Shelter
Branch notified the Assistant Conmm ssioner for Exam nation (with
copies to the Director of the Appeals Ofice, M. MWde, and
several National Ofice executives) that, because the Kersting
test cases had been set for trial in January 1989, the

Kersting project settlenent offer would be withdrawn, effective
Oct ober 28, 1988.

D. The Thonpson Settl enent

1. Initial Thonpson Settl enent Agreenent

In early Decenber 1986, M. MWade and M. DeCastro
di scussed settlenent of the cases of a nunber of M. DeCastro's
clients, including the Thonpsons. M. Sinms was aware of the
McWade- DeCastro di scussi ons when he also net wwth M. DeCastro in
Decenber 1986 at the Honolulu District Counsel Ofice and
generally discussed with M. DeCastro settlenent arrangenents for
t he Thonpson cases.

On Decenber 23, 1986, M. MWade nmiled a letter to
M. DeCastro encl osing proposed decision docunents for the
Thonpsons as well as several other taxpayers with cases before
the Court. M. MWade's letter states in pertinent part:

Dear M. DeCastro:

Encl osed herewith are the Decision docunents, as
per our conference, in the above-captioned cases.

Pl ease sign the original and one copy of the Decision
docunent, in the space provided, and return themto
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this office for signing and filing with the Court. The
remai ni ng copy is for your records.

As previously indicated, the Decision docunents in
John R and Maydee Thonpson will not be filed with the
Court until the Decision becones final in the test

cases. In the interim the Thonpsons can nmeke an
advance paynent, as di scussed at our conference, and
stop the accrual of any additional liability for

i nterest.

In response, on Decenber 30, 1986, M. DeCastro executed three
separate deci sion docunents on behal f of the Thonpsons agreeing

to the follow ng deficiencies:

Year Defi ci ency Additions to Tax
1979 --- ---
1980 $34, 425 ---
1981 30, 000 ---

The Decenber 1986 settlenents that M. MWde extended to
M. DeCastro's clients differed fromthe 7-percent official
Kersting project settlenment offer used by respondent’'s Appeal s
Ofice. In particular, the Thonpson settlenent included the
burnout feature and was based on a reduction of the deficiencies
t hat respondent had determ ned agai nst the Thonpsons of

approximately 19 percent as foll ows:

Year Adj ust ment Defi ci ency Set tl enent % Reducti on
1979 $39, 477 $18, 161 ---
1980 72, 840 24,838 $34, 425
Tot al 42,999 34, 425 20%
1981 $80, 782 36, 295 30, 000 17
Al'l years total 79, 294 64, 425 19

The adjustnents for each year consisted solely of the
di sal | ownance of deductions that the Thonpsons had clained with

respect to Kersting prograns.
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On Decenber 30, 1986, M. Thonpson sent a letter to
M. MWade encl osing checks for $34,000 and $25, 545 that were
i ntended as paynents of interest on the Thonpsons' tax
liabilities for the taxable years 1980 and 1981, respectively.*

2. First Revision of Thompson Settl| enent

On January 27, 1987, M. Huestis sent a letter to
M. DeCastro stating that M. Thonpson did not understand the
terms of his settlenment. On February 3, 1987, M. DeCastro
responded to M. Huestis as foll ows:

Dear Sam

Thanks for your letter of January 27, 1987
i ndi cati ng questions which Jack Thonpson has regardi ng
t he proposed settlenment. | will respond in the order

of your questions:

1. The only years in dispute are 1979, 1980 and
1981.

2. For each year, the anmounts clainmed due by the
| . R S. by category are:

1979 1980 1981 Tot al
Tax deficiency $18,161  $24,838 $36,295 $79, 294
Penal ty 908 1, 242 19, 757 21, 907
| nt er est 19,977 24,838 27,976 72,791

39, 046 50, 918 84, 028 173, 992

3. By the terns of the proposed settlenent, the
foll ow ng anmounts are due to be paid by Jack:

4 Many Kersting program participants, |ike the Thonpsons,
made i nterest paynments on or imedi ately before Dec. 31, 1986
in order take advantage of the full deductibility of interest
in 1986. The deductibility of paynments of personal interest was
subj ect to phase-out for taxable years beginning after Dec. 31,
1986, pursuant to TRA sec. 511(b), 100 Stat. 2246.
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1979 1980 1981 Tot al
Tax deficiency 0 $34,425  $30,000 $64, 425
| nt er est 0 35, 275 24,270 59, 545

0 69, 700 54,270 123, 970

As you can see, this anmounts to a substanti al
reduction in tax liabilities.

4. Jack correctly understands that his recent
paynment of $59,545 was entirely applied to interest.

5. The IRSis wlling to settle with Jack only on
the basis that his test case remains active. The terns
are not contingent upon any specific testinony or
degree of cooperation and will be filed upon conpletion
of the test case. Jack need only testify, at the trial
and is only technically a defendant. Unless sone
dramati ¢ changes in schedul e occur, there will be no
depositions. Essentially, Jack need only testify, be
protected from Kersting, and does not need to prepare a
full-bl own defense.

6. As indicated, the IRS insists upon Jack
continuing as a test case defendant for its own
purposes. That is presently a condition of the
settlenment. |In addition, we sinply do not trust
Kersting to act in accordance with his prom ses and
staying in the case appears to be wi se insurance to
obtain cancell ation of the notes, etc.

7. 1 enclose a copy of a letter we have sent to
Kersting's attorney regarding the notes issue for your
i nformati on.

8. If we are unable to obtain a cancellation of
notes and recovery of funds invested for Jack through
negotiation, we will certainly ook to retain John

Chanin or other |ocal counsel for that purpose.
On February 6, 1987, M. Huestis reviewed M. DeCastro's letter
with M. Thonpson and was satisfied that M. Thonpson under st ood
the status of his case.

On March 13, 1987, follow ng the Maui session, M. MWde
sent M. DeCastro a revised decision for docket No. 31236-84

reduci ng the Thonpsons' tax deficiency for 1980 from $34,425 to
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$33,000. M. Sins reviewed and approved M. MWade's letter to
M. DeCastro. Although the record contains no explanation for
this revision of the Thonpson settlenment, the revision
effectively increased the Thonpson settlenent from 19 percent to
approxi mately 20 percent. On April 7, 1987, M. DeCastro sent
M. Thonpson a letter informng himthat the Internal Revenue
Service had reduced his tax liability for 1980 by approxi mately
$1,000. M. DeCastro also informed M. Thonpson that this
reducti on woul d al so save hi mapproxi mately $1,000 in interest.
On June 4, 1987, the Court granted respondent's Mtion to
Wthdraw Stipul ation of Settlenment for Tax Shelter Adjustnents in
t he Thonpson cases at docket Nos. 19321-83 and 31236-84. %
M. MWade filed the notions on the stated ground that, because
t he Thonpsons had been designated as test cases, it was
i nappropriate for the Thonpson piggyback agreenments to remain in
effect. M. MWade's notions stated that M. DeCastro did not
object to the granting of the notions. Because Messrs. MWde
and DeCastro had previously agreed to settle the Thonpson cases,
t he above-referenced notion is the first instance in which the
Court was msled by the failure of counsel who were in the know

to disclose that the Thonpson cases had been settl ed.

45 The Thonpsons had not signed a piggyback agreenent for
their case at docket No. 30965-85. The only other test case
petitioners who had signed piggyback agreenents were the D xons,
in their case at docket No. 9382-83, and M. Rina, in his case at
docket No. 17640-83. All the piggyback agreenents signed by test
case petitioners had been signed in June 1985 and were in the
formof the 1985 agreenent set forth supra pp. 44-45.
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On June 15, 1987, M. DeCastro sent a $63,000 cashier's
check "in partial paynent of the total amount due" to the
I nternal Revenue Service Center in Fresno, California, on behalf
of the Thonpsons. The remttance was nmade with respect to the
Thonpsons' three docketed cases and included a request that the
matter be referred to a problens resolution officer "so that we
can determ ne the bal ance due and conclude this matter."” On
June 17, 1987, the Conmi ssioner "transferred" $775 of the $63, 000
paynment to the Thonpsons' account for 1988 and applied the
$62, 225 bal ance to the Thonpsons' account for 1979.4 As of June
1987, the Thonpsons had paid a total of $121,770 towards their
tax liabilities (tax and interest) for the taxable years 1979,
1980, and 1981.

On July 10, 1987, M. DeCastro wote to M. MWde
transmtting a Notice of Overdue Tax received by the Thonpsons
wWith respect to their 1981 incone tax liability. M. DeCastro
asked M. McWade to contact himregarding the notice and to send
him "copi es of the decisions entered in this matter." On
July 24, 1987, M. MWade sent M. DeCastro copies of proposed
deci si on docunents for the Thonpson cases. M. MWade i nfornmed

M. DeCastro that "per our understanding, since the Thonpsons are

4 The record does not reflect the basis for the
Commi ssioner's transfer of $775 of the paynent to the Thonpsons
account for 1988. Because the 1988 tax year had not even started
on the date of the transfer, there can be no reasonabl e
explanation for the transfer; perhaps it was a typographical
error and was intended to refer to the taxable year 1978, which
M. Huestis had settled on the Thonpsons' behal f.
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involved as a test case, the docunents are being held in our
files, and will be signed and filed with the Court when the test
case litigation has been conpleted.” The revised decision
docunents prepared by M. MWde set forth the Thonpsons' tax

liabilities as foll ows:

Year Defi ci ency Additions to Tax
1979 --- ---
1980 $33, 000 ---
1981 30, 000 ---

On August 5, 1987, M. DeCastro sent copies of the proposed
deci si on docunents to the Thonpsons.

3. Second Revi sion of Thonpson Settl enent

Before the trial of the test cases, M. DeCastro infornmed
M. MWade that the Thonpsons were having financial difficulties
and that he did not think that it was fair to require the
Thonpsons to remain as test case petitioners. M. DeCastro
expressed concern to M. MWde about the anobunt of |egal fees
t he Thonpsons woul d i ncur as test case petitioners and inforned
M. MWade that he would attenpt to have the Thonpsons renoved
fromthe list of test cases. M. MWde told M. DeCastro that
he did not want the Thonpsons to be renoved as test case
petitioners because he did not want to change the test cases so
close to trial. M. DeCastro thought that M. MWde' s desire to
retain the Thonpsons on the list of test cases was caused by
adm ni strative or technical concerns.

M. DeCastro and M. MWade resolved their respective

concerns by further nodifying the Thonpson settlement. |In
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particular, M. MWde agreed to reduce the Thonpsons
deficiencies in an amobunt sufficient to conpensate themfor the
cost of having an attorney represent themat the trial of the
test cases. M. DeCastro estimated that his legal fees for
representing the Thonpsons at the trial of the test cases would
be approxi mately $60, 000. Under the revised settl enent

agreenent, the Thonpsons' tax deficiencies were reduced to the

fol | ow ng:
Year Defi ci ency Additions to Tax
1979 --- ---
1980 $15, 000 ---
1981 15, 000 ---

By reason of the Thonpsons' having previously renmtted $121, 770
to the Internal Revenue Service for the taxable years 1979, 1980,
and 1981, M. DeCastro and M. MWde cal cul ated that the above-
descri bed reductions of the Thonpsons' deficiencies would
generate refunds of tax and interest to the Thonpsons of

approxi mately $60,000. M. DeCastro and M. MWade under st ood
that the refunds generated by the reduced deficiencies would be
used for the purpose of paying the Thonpsons' attorney's fees to
M. DeCastro.

Al though M. McWade and M. DeCastro agreed to revise the
Thonpson settlenment in this manner before the trial of the test
cases, the first witten confirmation of their agreenent appears
after the trial, in the formof an April 10, 1989, nenorandum
fromM. MWide to Tom Stevens (M. Stevens), Chief of Special

Procedures in the Collection Division of the Honolulu District
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Director's Ofice, requesting that the latter process a refund to
t he Thonpsons in the anobunt of $30, 000. 4’

E. The Cravens Settl enent

By |etter dated Septenber 29, 1986, M. Seery inforned
M. Cravens of the ternms of the nodified 7-percent settlenent
offer. On Cctober 28, 1986, M. MWade di ssem nated the nodified
7-percent settlenent offer by formletter mailed to all known
Kersting program participants, including the Cravenses. %

Consi dering the nature and purpose of the formletter, it appears
that issuance of the letter to the Cravenses, who had al ready
been designated test case petitioners, was inadvertent.

On Cctober 15, 1986, M. Cravens wote to M. Seery asking
himto explain how the proposed settlenent offer affected him and
to give hima recormmendation. By letter dated October 23, 1986,
M. Seery advised M. Cravens to consult a tax preparer or
accountant because the offer was conplicated in its application
to his case. M. Seery also noted that M. Cravens could take
advant age of the unlimted deduction for personal interest in
effect for 1986 by paying the liability in full in 1986 whet her

or not he settled his case.?*

47 The full text of M. MWde's nenorandumis set forth
infra p. 137.

8 M. MWde's letter included a statenent that the
nodi fied 7-percent settlenent offer would be w thdrawn on
Dec. 31, 1986.

49  See supra note 44 regarding the Thonpsons' i nterest
paynent .
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On Cctober 31, 1986, M. Cravens again wote to M. Seery

W th questions about the settlenent offer. In the letter,

M. Cravens informed M. Seery that he had paid a cash bond

agai nst the deficiency for 1979 and felt "in good shape for that
year." M. Cravens then asked whet her respondent's determ nation
to include a dividend in his incone for 1980 would be elim nated
to reduce the deficiency for that year. |If so, M. Cravens

i ndi cated that he would pay the amount that would be due, "and
not take the ganble on the courts" since the anount due woul d be
"catastrophic" if he lost. 1In closing, M. Cravens offered to
pay M. Seery for the extra effort on his case, and rem nded him
that the deadline for accepting the settlenent offer was draw ng
near.

As previously nentioned, M. Seery began to w thdraw as
counsel for test case petitioners followng the Court's
Novenber 14, 1986, order indicating that M. Seery m ght have a
conflict of interest.

Sonetine after receiving M. MWde' s Cctober 28, 1986,
letter, M. Cravens contacted M. MWade by tel ephone with the
intent of settling his case. M. Cravens took notes of his
conversation with M. MWde, which indicate that they discussed:
(1) Elimnating the dividend adjustnment for 1980; (2) elimnating
all penalties for both 1979 and 1980; (3) backing out the tax
already paid with respect to the capital gains that the Cravenses
had reported for 1980; and (4) elimnating statutory interest for

1979. M. MWide told M. Cravens that he would call hi m back
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with figures reflecting "the anount due for the settlenent.”
M. MWade called M. Cravens back on Decenber 15, 1986.
On Decenber 16, 1986, M. Cravens wote to M. MWde
confirmng the ternms of his settlenent as foll ows:
Dear Ken:
As per our telephone conversation 12/15/86, | am
encl osing a check for $10,678.67. According to the
anount we agreed on via tel ephone, the figures break

down |i ke this:

Deficiency for 1979 and 1980 $9, 782. 16

Less cash bond 4,508. 00
Tot al 5,274. 16
Plus 1.02474 interest 5,404.51
Total due 10, 678. 67

| wish to thank you for being so agreeable and
assisting ne in settling this matter.

M. Cravens' paynment of $10,678.67 on Decenber 16, 1986, was
processed on Decenber 31, 1986, pursuant to a paynent posting
voucher bearing M. MWade's initials. The paynent posting

voucher provided for the application of the funds as foll ows:

Year Advance Paynent Desi gnat ed | nt er est
1979 $3, 000. 00 $3, 000. 00
1980 2,274.16 2,404.51

Tot al 5,274. 16 5,404.51

M. Cravens believed his settlenent assured that he could
neither win nor lose at the trial of the test cases. At the tine
that he entered into his settlenent, M. Cravens was not aware
that M. MWade intended to allow the Cravenses the better of the
above-descri bed settlenent or the outcone based upon the Court's

opinion followng the trial of the test cases.
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Al though M. Cravens intended to accept the nodified 7-
percent settlenent offer, the Cravenses' settlenent was |ess
favorable to themthan the nodified 7-percent settlenent offer.
In particular, the Cravenses' correct tax liabilities for 1979
and 1980 were $4,508 and $5,893.45, respectively, for a total of
$10, 401. 45.%° Thus, the Cravens settlenent in the anount of
$9, 782. 16 represents a reduction of approxinmately 6 percent of
the correct amount of the Cravenses' deficiencies. In addition,
the Cravens settlenment was not structured to include the burnout
feature. At the tinme that M. Cravens settled his cases, Messrs.
Sins and McWade were offering 20-percent settlenments with the
burnout feature to M. DeCastro's clients and Chicoi ne and
Hallett's clients.

M. MWade was aware that M. Cravens was a test case when
he spoke to M. Cravens about settling his cases. M. MWde
told M. Cravens that the Cravenses woul d have to continue as
test case petitioners as a condition of the settlenent.

M. MWade did not tell M. Cravens to cooperate with the
Governnent in the trial of the test cases, or to keep his
settlenment a secret. M. MWde did not tell M. Cravens that he

had to settle so-called open years, nor did M. MWde exani ne

0 The $4,508 figure for 1979 is consistent with the
deficiency notice issued to the Cravenses for that year. The
$5,893.45 figure for 1980 represents the Cravenses' correct tax
liability after elimnating the dividend adjustnent set forth in
the notice of deficiency for 1980 and backing out the tax on the
capital gain that the Cravenses had reported on their 1980 tax
return.
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M. Cravens' returns for years still open under the applicable
statute of limtations to determ ne whether he had cl ai ned
Kersting deductions for years not before the Tax Court.

M. MWde initially told M. Cravens that his settlenent
assured that the Cravenses could not win or lose in the trial of
the test cases. M. MWde also told M. Cravens that, by reason
of the settlenent, the Cravenses did not need an attorney.

M. Cravens therefore concluded that he no | onger needed | egal
representation. Wwen M. Cravens asked M. MWade why he had to
remain a test case despite his settlenent, M. MWde responded
that to renove the Cravenses fromthe group of test cases would
cause a delay in the trial of the test cases while a repl acenent
test case was sel ected.

After M. Seery's withdrawal fromtheir cases, the Cravenses
did not retain new counsel. Wen M. Kersting asked M. Cravens
why the Cravenses had failed to authorize Chicoine and Hallett to
represent them M. Cravens informed M. Kersting that he had
settled his cases.

On Decenber 13, 1988, within 1 nonth before the trial of the
test cases, which began January 9, 1989, M. MWade forwarded to
t he Cravenses proposed deci sion docunents fixing their tax
liabilities for 1979 and 1980, to be signed and returned to

M. MWade. The proposed deci sion docunents provided as foll ows:
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Year Defi ci ency Additions to Tax
1979 $3, 606. 40 ---
1980 6, 175. 76 ---

The $3,606.40 figure for 1979 represents a 20-percent reduction
of the $4,508 deficiency that respondent determ ned agai nst the
Cravenses for that year. However, the derivation of the
$6,175.76 figure for 1980 is not known; it exceeded the correct
deficiency of $5,893.45 for 1980, including adjustnents
elimnating both the capital gains that the Cravenses reported
for that year and respondent's alternative determ nation that the
Cravenses failed to report dividends paid to them by Candace.
The sum of the two figures ($9,782.16) is equal to the total tax
deficiency Messrs. Cravens and McWade had previously agreed

to, as shown by M. Cravens' letter of Decenber 16, 1986, to

M. MWade.

M. Sins approved M. MWade's decision to forward deci sion
docunents to the Cravenses for their signature 1 nonth before
trial of the test cases, believing that the Cravenses had
accepted the 20-percent settlenent offer. Wen M. Cravens
testified at the trial of the test cases, M. Sinms continued to
believe that M. Cravens was entitled to the 20-percent
settlement. On Decenber 23, 1988, the Cravenses signed the
deci si on docunments and returned themto M. MWde.

When M. Cravens appeared at the trial of the test cases, he

was surprised and suspicious when M. MWade i nforned himthat he
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woul d be entitled to the better of his settlenent or the Tax
Court's decision in the test cases.

F. The Al exander Under st andi ng

On June 3, 1986, M. Al exander wote to M. Matsunoto,
suggesting that they mght "blow the whistle" on M. Kersting.
M. Alexander's letter displays aninosity and resentnent agai nst
M. Kersting arising out of their unresolved di spute, which had
not yet been submtted to arbitration. Shortly after witing to
M. Matsunoto, M. Al exander listened in on a tel ephone
conference call between M. MWade and M. Matsunoto as confirned
in a subsequent letter that M. Al exander wote to M. Kozak.
M. Alexander's letter to M. Kozak, dated July 16, 1986, states:
Dear Chuck:

| just had a | ong phone conversation with G| bert

Mat sunmoto rel ative to blowi ng the whistle on you know
who. During this |long phone call Gl bert "patched" ne
in to his phone while he called MWade, the attorney

at the IRS. | nust say Gl bert's phone nechani sm works
very well, | heard every word McWade said and he did
not know | was on the line. Glbert instructed nme not
to say anyt hing.

After the conversation with Mc\Wade G | bert agreed to
call you and fill you in on the |atest information.
McWade will be now tal king to Myron Chang, the IRS
attorney on the Crimnal Investigation side of the IRS.
McWade al so said to go ahead with the Affidavits and
then we can discuss wth hinmself and with Myron Chang
what the next step will be. In the conversation with
McWade, Gl bert also discussed the anmount of "finder's
fee" and nethod of paynment to the person(s) supplying
the information. It was very clear to ne that the fees
are negotiable and that they could be on the anount
assessed or the amount collected. This is also

negoti able and fromtheir eagerness to get you know who
| believe the fees could be sizeable.
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My suggestion to Glbert was to go ahead with you and
draft the Affidavits, at |east yours and m ne and we
(you, Glbert and ne) would review the Affidavits
before sitting dowmm with McWade and Myron Chang. The
conversation with McWade ended with hi m sayi ng he woul d
get back to Glbert after another neeting w th Chang,
however, we should go ahead with drafting the
Affidavits.

Chuck, as Gl bert may have told you, this neans bl ow ng
the whistle on 1400 of you know who's [sic] clients, 10
or 12 of which are Glbert's clients. As you and

di scussed, when the Nazi knows that 1400 of his
client's [sic] are going to be clobbered and that he
will have the Crimnal Investigation Division of the

| RS coming down on himl think he will be inclined to
pay me nmy noney.

In the weeks that foll owed, Messrs. Al exander and Kozak prepared
draft affidavits for submssion to M. MWade.

On August 12, 1986, M. Al exander sent copies of his draft
affidavit to Messrs. Matsunoto and Kozak by overnight mail. On
August 15, 1986, Messrs. Al exander, Matsunoto, and Kozak held a
conference call regarding the affidavits. In a letter to Messrs.
Kozak and Matsunoto dated August 16, 1986, M. Al exander stated
as foll ows:

Dear Chuck & G| bert:

Fol | ow ng our conference call of yesterday, August

15th, I amsubmtting the follow ng for both of your

consi derati ons:

1. | suggest that we submt to the IRS AFFIDAVI TS in
DRAFT FORM ONLY.

2. It is against my better judgnent to submt executed
and notarized affidavits w thout having sone idea what
the IRS will do and what they will pay.

3. They can nmake their determ nation (s) and eat up 30
days based on drafts or | should say final drafts. W
can agree verbally to execute the final drafts when
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they tell us exactly what el se they want and what they
will do for us.

4. Wth executed affidavits we woul d | eave oursel ves
open to the foll ow ng:

a. They could investigate and audit all our past tax
returns.

b. They could refuse immunity.

c. They could claimAl exander was an associ at e/
conspirator with Kersting.

d. They could claimAl exander was in violation of IRS
regul ations by not turning Kersting in years ago.

e. They could claimAl exander knew the notes were a

"sham' tax avoi dance/ evasi on schene early on and under

| RS regul ati ons Al exander was obligated to report this

to IRS early on.

4. [sic] | understand that Glbert is not expecting a

| arge fee for his cooperation in this matter, however,

| have told Glbert that if the IRS paynent to nme for

this testinony is a large amount that I will contribute

sonet hi ng toward whatever anmount G lbert's 8 or 10

clients will be forced to pay as a result of ny

testi nony.

5. Wat does Chuck expect for his role in this

mat t er ??7?

On August 20, 1986, M. Kozak sent a letter to M. MWde,
enclosing draft affidavits fromboth hinself and M. Al exander.
M. Kozak's letter states: "W are willing to negotiate an
arrangenent with the IRS, wherein we would execute the affidavits
encl osed and provide testinony consistent wwth the affidavits or
inclarification thereof.”" The draft affidavits that M. Kozak
sent to M. MWade contained information regarding the various
Kersting prograns in dispute in the test cases. M. Kozak's

draft affidavit alleged that M. Kersting refused to pay David
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Bi gel ow the "equity" in a nortgage funding program and t hat
M. Provan knew other airline pilots who were "shocked and angry
that Kersting would attenpt to collect these notes after he had
assured themthe notes would not be collectable.” Both draft
affidavits alleged that M. Kersting had sued M. Al exander for
over $500, 000 on the basis of promissory notes with respect to
whi ch M. Al exander "never received any noney what soever or
anyt hing of value in exchange for the prom ssory notes." M.
Al exander's draft affidavit alleged that: (1) M. Al exander was
inlitigation with M. Kersting "over funds Kersting supposedly
was to invest in auto |easing and factoring at Universal Leasing
and Federal Finance & Mortgage", and that "Kersting refused to
pay the yield or return the funds"; (2) "no client of Kersting's
has ever repaid a prom ssory note * * * with funds ot her than
provi ded by Kersting through his closed circulation of funds from
one Kersting controlled entity to another”; and (3) M. Al exander
believed that M. Kersting's only |egitinate business was the
purchase of First Savings, in which M. Al exander was a
shar ehol der .

M. Alexander's affidavit reveals that M. Al exander
expected a "quid pro quo"” for his testinony, as follows:
"9. Affiant is ready and wlling to testify to the above facts
or any others within his know edge concerni ng Kersting provided

an agreenent quid pro quo can be worked out through affiant's

representatives, Charles R Kozak and G| bert Matsunoto."
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M. Kozak submitted his draft affidavit to M. MWade in
August 1986 in an effort to have M. MWade elimnate the
deficiencies in M. Kozak's case, assigned docket No. 25812-81,
concerning the Kozaks' tax liabilities for 1973, 1974, and 1975,
arising fromtheir participation in Pike prograns.

Messrs. Al exander, Kozak, and Matsunoto net M. MWade in
Hawaii in early Septenber 1986. During the neeting, M. MWde
informed M. Al exander that his authority was Iimted and that
there were a nunber of prerequisites to paynent of an informant's
award or "finder's fee". The prerequisites that M. MWde
menti oned i ncluded the subm ssion of an affidavit, an Internal
Revenue Service investigation, and an assessnent resulting from
the information provided. The anount of an award was not
di scussed during the neeting. M. MWde suggested that
M. Al exander should see Myron Chang, head of the Internal
Revenue Service Crimnal Investigation Division in Honolulu, to
determ ne whether the Crimnal Investigation Division was
interested in M. Alexander's affidavit. M. MWde told
M. Kozak that he could do nothing to reduce the Kozaks' tax
defi ci enci es.

M. Alexander's efforts to cooperate with the Internal
Revenue Service remai ned dormant until M. Al exander again net
with M. MWde in late 1988 to discuss his tax liabilities for
the years 1974, 1975, 1976, and 1977. During this neeting,

M. MWide told M. Al exander to search his records for



- 111 -

docunentation to support the Al exanders' reporting position for
the years 1974 through 1977.

On Cctober 20, 1988, M. Alexander sent a letter to
M. MWade encl osing copies of several documents purporting to
substantiate the Al exanders' position that they realized a | oss
of $55,152.04 in 1975 on a sale of real estate to the Cadillac
Drive Apartnents partnership, as opposed to the $59, 080 capital
gain determned in the notice of deficiency.

On Decenber 8, 1988, Jean Sanuels (Ms. Sanuel s), an Appeals
auditor in the Honolulu Appeals Ofice, sent a two-page
menorandumto M. MWade addressing M. Al exander's Cctober 20,
1988, letter. M. Samuels recomended one adjustnment to the
notice of deficiency for 1975 in the Al exanders' favor.
Specifically, M. Sanuels concluded that the Al exanders had
substantiated a higher cost basis in the property that they sold
to the Cadillac Drive Apartnments partnership than had been used
in the notice of deficiency. Gving effect to this higher basis
woul d have reduced the Al exanders' capital gain on the sale by
$23,084. Taking into account the correspondi ng adjustnent to the
section 1202 deduction previously allowed in the notice of
deficiency, M. Sanuels recomended a net decrease of $11,542 to
t he Al exanders' taxable inconme as determned in the notice of
deficiency. However, Ms. Sanuels referred to certain covenants
in an agreenent of sale in the file before her, and cautioned

M. MWade that the consideration paid to the Al exanders on the
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sale may actually have been higher than the anmount used in the
noti ce of deficiency.

If Ms. Sanuels' recommended adjustnent to the notice of
deficiency issued to the Al exanders for 1974 and 1975 had been
accepted, the total adjustnents for 1975 woul d have been reduced
from $127,562 to $116, 020, but the deficiency would not have been
el i m nat ed.

M. MWade believed that M. Al exander was famliar with the
operation of M. Kersting's various prograns. Before the trial
of the test cases, M. MWade arrived at a general understandi ng
with M. Al exander that the Al exanders' tax liabilities for the
t axabl e years 1974, 1975, 1976, and 1977 woul d be reduced in
exchange for M. Al exander's agreenent to serve as an undecl ared
consultant or assistant to M. MWde during the trial of the
test cases. M. MWade's understanding wth M. Al exander is
reflected in decision docunents that were executed by M. MWde
on April 6, 1989, and approved by M. Sins. |In particular,

M. MWade executed a stipul ated decision in docket No. 2758-80
concedi ng the deficiencies determ ned agai nst the Al exanders for
t he taxable years 1974 and 1975 and all owm ng the Al exanders

over paynents for the taxable years 1974 and 1975 in the anmounts
of $2,133 and $811, respectively. |In sum M. MWde conpletely
elimnated all deficiencies determ ned agai nst the Al exanders for
the taxable years 1974 and 1975 and relieved the Al exanders of
the concessions that they had made before the issuance of the

notice of deficiency for those years. The stipulation
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acconpanyi ng the deci sion docunent submtted to the Court in
docket No. 2758-80 states as foll ows:

ST1 PULATI ON

It is hereby stipulated that the foll ow ng
statenent shows the petitioners’ incone tax liabilities
for the taxable years 1974 and 1975:

1974
NET TAX ASSESSED AND PAID . . . . . . . . . . $3,646.00
Payments: April 15, 1975 $1,513.00
Decenber 15, 1984 2,133.00
Total paynents $3, 646. 00
TAX LIABILITY . . . . . . . . . . . . . . . $1,513. 00
OVERPAYMENT . . . . . . . . . . . . . . .. $2, 133. 00

| . R C. 88 6512(b)(2)(B) and 6511(b)(2)(B)
Return filed April 15, 1975
No claimfiled
No agreenent executed
Deficiency notice mail ed Novenber 29, 1979
1975
NET TAX ASSESSED AND PAID . . . . . . . . . . $1,114.00

Paynents: April 15, 1976 $303. 00
Decenber 15, 1984 811. 00

Total paynents $1, 114. 00

TAX LIABILITY . . . . . . . . . . . . . . . . $303. 00

OVERPAYMENT . . . . . . . . . . . . . . . .. $811. 00

| . R C. 88 6512(b)(2)(B) and 6511(b)(2)(B)
Return filed April 15, 1976

No claimfiled

No agreement executed

Deficiency notice mail ed Novenber 29, 1979
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At the tinme that M. MWde submtted the above-descri bed
deci si on docunent to the Court, respondent's legal file did not
i ncl ude any expl anation of the elimnation of the Al exanders
deficiencies for the taxable years 1974 and 1975. The Court
entered the parties' stipulated decision in docket No. 2758-80 on
April 13, 1989.

On April 6, 1989, M. MWade al so executed a stipul ated
deci sion in docket No. 30413-86, approved by M. Sinms, conceding
in full the deficiencies determ ned agai nst the Al exanders for
t he taxabl e years 1976 and 1977 as fol |l ows:

ORDERED AND DECI DED: That there are no
deficiencies in income taxes due from or overpaynents
due to, the petitioners for the taxable years 1976 and
1977;

That there are no additions to the taxes due from
the petitioners for the taxable years 1976 and 1977,
under the provisions of I.R C. § 6653(a); and

That there are no additions to the taxes due from
the petitioners for the taxable years 1976 and 1977,
under the provisions of I.R C. 8§ 6621(c).

On April 6, 1989, Messrs. Sinms and McWade signed a Counsel
Settlement Menorandumrelating to the Al exanders’ case at docket
No. 30413-86, which states as foll ows:

The above-entitled case is being settled on the
basis that there are no deficiencies in inconme taxes
due from nor overpaynents due to, the petitioners for
t he taxabl e years 1976 and 1977.

Di scussion: The above-entitled case is part of
the Kersting interest deduction tax shelter program
The basis for settlenent represents all owance of
petitioners’ out-of-pocket expense, approximtely 7% of
t he deficiency, and concession of penalties for
settl enent purposes.
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| f nore than one year is involved, the settlenent
reflects a shelter burn-out for the first half of
petitioners’ participation, and a disall owed deduction
for the |ater years.
Non- Kersting I ssues: None.
The Counsel Settlenment Menorandum signed by Messrs. Sins and
McWade contains two fal se statenents: (1) That the basis for
settlement represents the Al exanders' out-of-pocket expenses; and
(2) that the case did not include any non-Kersting issues.
The Court entered the parties' stipulated decision in docket No.
30413-86 on April 13, 1989.
The stipul ated deci sions descri bed above refl ect
M. MWde's general understanding with M. Al exander, nade
before the trial of the test cases, to reduce the Al exanders' tax
liabilities, in exchange for M. Al exander's cooperation and

assi stance at the trial of the test cases.

G The Kozak Deci sion

On July 23, 1981, the Commi ssioner issued a joint notice of
deficiency to M. Kozak and his wi fe, Susan K. Kozak, disallow ng
subchapter S |osses and interest deductions that the Kozaks
claimed on their tax returns for 1973, 1974, and 1975 with
respect to their participation in Kersting prograns that were the

subj ect of Pike v. Comm ssioner, 78 T.C. 822 (1982). The Kozaks

filed a petition with the Court, assigned docket No. 25812-81,
contesting the notice of deficiency.
On May 12, 1986, M. MWade filed a notion for order to show

cause why a decision should not be entered in the Kozaks' case
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consistent with the Court's opinion in the Pike case, |ess out-
of - pocket expenditures. The Kozaks did not respond to the
Court's order, and on Septenber 30, 1986, the Court entered an
Order and Deci si on agai nst the Kozaks for deficiencies in tax in
t he amounts of $1,641, $1,844, and $902 for the taxable years
1973, 1974, and 1975, respectively, reflecting approximtely a 7-
percent reduction of the deficiencies that respondent had

determ ned agai nst the Kozaks.

VIl. Pretrial Devel opnents

A. The Kersting Deposition--Postponed (January 1987)

On Novenber 17, 1986, M. Seery and M. MWade signed a
stipulation to take M. Kersting's deposition in Honolulu. On
January 7, 1987, the day to which the deposition had been
adj ourned, M. Bradt and M. Moseley filed a notion for
protective order with the Court on behalf of M. Kersting. Judge
CGoffe denied the notion in a tel ephone conference call with the
parties on the norning of January 7, 1987.

M. Seery did not appear at the deposition because he had
w thdrawn or was in the process of withdrawing fromthe Kersting
project test cases. M. Mseley appeared at the deposition and
stated that M. Kersting would not be deposed until M. Kersting
was provided with copies of any prior statenments he had nmade to
the I nternal Revenue Service. Although M. Kersting was not
deposed on January 7, 1987, Messrs. MWade, Mbdsel ey, and Chicoine
agreed on a procedure for respondent to review a | arge nunber of

docunents produced by M. Kersting at that tine.
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The follow ng coll oguy ensued upon M. DeCastro's appearance
at the deposition, at a tinme when M. DeCastro had al ready
executed and delivered the initial Thonpson settlenment agreenent
to M. MWade:

MR. McWADE: Let the record show that M. Luis
DeCastro from Los Angel es, who represents M. Thonpson
has arrived.

(O f the record.)

MR. MOSELEY: Not to stray fromthe subject, but
could, for the record, find out, you represent M. --

MR. DeCASTRO  Thonpson

MR. MOSELEY: Thonpson. He's one of the test
cases that were designated?

MR. MWADE: Yes.

MR. MOSELEY: | would just like for the record to
object to M. DeCastro's appearance here. And the
objection is on the basis that | have been inforned
that M. DeCastro has infornmed at | east sonme of the
petitioners' counsel that in fact they are planning to
settle M. Thonpson's case, and if they are planning to
settle M. Thonpson's case, then essentially his
appearance at a deposition of nmy client would not be
appropriate. | just want to enter that for the record.
And I"'mgoing to go on, then, with the description of
what | was tal king about in ternms of the other
docunent s.

MR. MWADE: |If we can take a break here, just so
| can advise M. DeCastro of where we are at this
poi nt .
There is no further nmention of the possible settlenent of the
Thonpson cases appearing in the transcript of the January 7,

1987, proceedings. As discussed below, M. Kersting eventually

was deposed in Cctober 1988.
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B. John Doe Sunmmons/ Assessnents of Pronpbter Penalties

In early 1987, M. O Neill, on behalf of the Honolulu
District Exam nation Division, requested the Justice Departnent
toinitiate | egal proceedings to serve M. Kersting with a John
Doe Summons (summons).® The purpose of the sumbns was to
conpel M. Kersting to identify the participants in
M. Kersting's prograns during the taxable years 1984, 1985, and
1986, and to aid the Internal Revenue Service in devel oping a
case against M. Kersting for so-called pronoter penalties under
sections 6700 and 6701.

On May 15, 1987, the U S. Attorney's Ofice filed a petition
in the Federal District Court for Hawaii to serve M. Kersting
with the summons. The sumons requested production of all books
and records in M. Kersting's custody and control relating to
participants in M. Kersting's prograns for 1984, 1985, and 1986.
The sumons specifically requested production of customer lists
and sim | ar docunents containing the nanes, addresses, and ot her
identifying information of the participants. M. Kersting noved

to quash the summons.

51 Sec. 7609(f) provides that the Secretary may issue a
John Doe summons, i.e., a summons that does not identify the
person with respect to whose liability the sumons is issued,
only with court approval after the Secretary establishes that:
(1) The summons relates to the investigation of a particular
person or ascertainable group or class of persons; (2) thereis a
reasonabl e basis for believing that such person or group or class
of persons may fail or may have failed to conply with any
provi sion of any internal revenue law, and (3) the information
sought to be obtained and the identity of the person or persons
with respect to whose liability the sumons is issued are not
readily avail abl e from ot her sources.
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On July 1, 1987, the District Court granted the Governnent's
petition to serve M. Kersting with the sunmons. M. Kersting
produced sone docunents to Revenue Agent Larry Tahara in response
to the sumons but did not fully conply with the summons.

M. Kersting chall enged the sumons during protracted sumons
enforcenent proceedi ngs that foll owed.

Fol | owi ng an August 1987 hearing, the District Court ordered
M. Kersting to produce the summoned docunents by February 1988.
After another hearing in March 1988, the District Court, in My
1988, held M. Kersting in contenpt and threatened himw th fines
i f the sunmoned docunents were not produced. During this period,
M. lzen filed a notion to intervene in the sumons proceedi ngs
on behalf of his test case petitioners. The District Court
denied M. lzen's notion.

Both M. Kersting and M. |zen appealed the District Court's
deci sion enforcing the sunmons to the Court of Appeals for the
Ninth Crcuit. The Court of Appeals renanded the case to the
District Court to determ ne whether M. Kersting had
substantially conplied with the sunmons so as to noot the

appeals. See United States v. Kersting, 891 F.2d 1407, 1410-1411

(9th Cir. 1989). Despite its remand, the Court of Appeals
considered and rejected M. Kersting's argunents that the
District Court erred in concluding that the Internal Revenue
Service acted in good faith in issuing the sunmons. See id. at
1411-1413. M. Kersting eventually produced the sunmoned

docunent s.
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As previously nentioned supra pp. 18-19, in QOctober 1989,
t he Conmi ssi oner assessed pronoter penalties of $1,545,201 and
$2, 330, 000 agai nst M. Kersting pursuant to sections 6700 and
6701, respectively, for the years 1982 through 1988.

C. Chicoine and Hallett's Wthdrawal as Counsel

By February 1988, M. Kersting's dissatisfaction with
Chi coi ne and Hal l ett over evaporation of the 50-percent
settlenment and their pronotion and reporting of 20-percent
settlenments led himto termnate their enploynent as counsel for
the test cases and to encourage their other Kersting program
clients to recall their settlenent retainers. In April 1988, the
Court granted Chicoine and Hallett's notions to withdraw their
appear ances as counsel for test case petitioners.

D. M. lzen's Entry of Appearance

In February 1988, M. Kersting retained M. lzen to
represent the test case petitioners, other than the Thonpsons and
the Cravenses. At the time, M. |lzen had no experience
representing test case taxpayers in the Tax Court, although he
did have experience representing taxpayers who had signed
pi ggyback agreenents to be bound by the outcone of test cases in
a tax shelter project.

M. lzen filed entries of appearance as counsel for test
case petitioners during February 1988 through January 1989.

M. lzen exam ned the deductions clainmed by the test case
petitioners he represented to determ ne whether they were

representative of the Kersting prograns. M. |zen analyzed the
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vari ous Kersting prograns and docunents regardi ng each of the
test case petitioners that he represented. On the basis of his
analysis, M. lzen determned that the test case petitioners that
he represented woul d be representative of the nontest cases.

On April 29, 1988, M. lzen filed a notion to conpel
Chi coine and Hallett to provide himwth the client files and
papers of certain test case petitioners he represented. On
June 6, 1988, M. Chicoine filed an objection to M. lzen's
notion, asserting that Chicoine and Hallett had returned to
M. lzen's clients all original docunents that had been provided
to Chicoine and Hallett. By order dated July 11, 1988, the Court
denied M. lzen's notion as noot.

From t he beginning of his representation of the test case
petitioners until late 1995 M. lzen's fees were paid by check
signed by M. Kersting and witten on bank accounts of
corporations controlled by M. Kersting. Comencing Decenber
1995, M. lzen's fees have been paid froma "pool" or "fund"
contributed by a group of test and nontest case petitioners.

E. The Kersting Deposition (QOctober 1988)

On July 8, 1988, respondent served M. Kersting and the test
case petitioners with a notice of deposition pursuant to Rule 75.
On July 25, 1988, M. Kersting served M. MWade with an
objection stating, inter alia, that M. Kersting should not be
deposed because he had reason to believe that he was under

crimnal investigation. M. Kersting' s objection included
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all egations that M. Al exander was assisting the Governnment in
the crimnal investigation.

On August 25, 1988, M. McWade filed a notion to take
M. Kersting's deposition in the test cases. M. MWde attached
a nunber of docunments to his notion for the purpose of refuting
M. Kersting's allegations that he was under crim nal
investigation. In particular, M. MWde attached copies of the
affidavits that Messrs. Al exander and Kozak had submtted to
M. MWade in August 1986, as well as copies of the various
docunents and letters circul ated between Messrs. Al exander,

Mat sunot o, and Kozak during that same period. See supra pp. 106-
111. By order dated August 30, 1988, the Court granted
M. MWde's notion to depose M. Kersting.

During Cctober 24 through 27, 1988, M. Kersting was deposed
in Honolulu. M. Bradt represented M. Kersting at the
deposition. M. MWade, along with Jeffrey A Hatfield
(M. Hatfield), and Thomas A. Donbrowski (M. Donbrowski),
guestioned M. Kersting on behal f of respondent.* M. |zen and
M. DeCastro questioned M. Kersting on behalf of their clients.
M. Cravens did not participate in the deposition.

M. Kersting did not bring any docunents to the deposition;

he clained that the docunments had al ready been produced in

%2 Messrs. Donbrowski and Hatfield were both trial
attorneys with the O fice of Chief Counsel assigned to the
San Diego District Counsel Ofice. In Septenber 1988,
Messrs. Donmbrowski and Hatfield were assigned to assi st
M. MWde in the trial of the Kersting test cases.
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response to respondent's summons. During the deposition, the
parties conducted a tel ephone conference call with Judge CGoffe
regarding M. Kersting's failure to produce the requested
docunents. As a result of the conference call, the parties
agreed that M. MWde coul d i nspect docunents that M. Kersting
had produced in response to the sunmons. M. MWde's review of
t hese docunents was intended to satisfy M. Kersting's obligation
to produce docunents at his deposition. M. Kersting and

M. Bradt agreed to this procedure.

VI1l. Trial of Test Cases (January 1989)

The trial of the test cases was conducted before Judge CGoffe
during January 9 through 27, 1989, at Honol ul u, Hawaii .
Respondent was represented at the trial by Messrs. MWade,
Donbrowski, and Hatfield. M. Sins attended the trial but did
not enter an appearance for respondent. M. Sins and M. MWade
did not informJudge Goffe, the National Ofice, the Regi onal
Ofice, or M. lzen of the Thonpson and Cravens settlenents or
t he Al exander understandi ng before or during the January 1989
trial of the test cases.

Respondent issued subpoenas duces tecumto all test case
petitioners, directing themto appear, testify, and produce
docunents at the trial of the test cases. Each of the eight test
case petitioners testified during the trial of the test cases.
M. Hatfield conducted the cross-exam nation of test case
petitioners Di xon, Oamens, Young, DuFresne, Rina, and

Hongserneier. M. MWde conducted the cross-exam nation of
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Messrs. Cravens, Thonpson, Msel ey, and Kersting, and the direct
exam nation of Messrs. Kersting, Toyota, Ing, and Al exander.

M . Donbrowski conducted the direct exam nation of Alice Conbs
and Margo Akami ne, M. Kersting's bookkeepers.

A M. Cravens

Followng M. Seery's withdrawal fromthe Cravens cases in
early 1987, M. Cravens did not retain substitute counsel because
he regarded his cases as settled. M. Cravens arrived in Hawaii
1 day before he was scheduled to testify at the trial of the test
cases. The Governnent paid M. Cravens' travel, food, and
| odgi ng expenses while he was in Hawaii.?>

M. MWade prepared and submitted to the Court requested
findings of fact respecting M. Cravens' participation in the
di sputed Kersting progranms. Wen M. Cravens testified during
the trial of the test cases, he nade a brief statenent to the
Court about his participation in the Kersting prograns, told the
Court and the parties that he had absolutely nothing to hide, and
said that he would answer any questions to the best of his
ability.

M. MWade cross-examned M. Cravens at the trial and
elicited testinony to support respondent's proposed finding of
fact that M. Cravens' primary reason for participating in the

Kersting prograns was to obtain tax benefits. M. Cravens

53 lnasnmuch as respondent subpoenaed all the test case
petitioners, it is assunmed that they were all reinbursed for
their expenses. See sec. 7610.
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testified that he participated in Stock Subscription Plans in
1979 (Candace) and 1980 (Delta), and that he closed out his
participation in the Kersting prograns by endorsing his stock
certificates and returning themto M. Kersting in exchange for
the return of his prom ssory notes.

M. MWade introduced exhibits at the trial pertaining to
M. Cravens' participation in Kersting prograns that were
referred to in the stipulation of facts that had been signed by
M. MWade and M. Cravens. M. lzen briefly cross-exam ned
M. Cravens after Judge CGoffe asked what right M. lzen had to
guestion a test case petitioner who was not his client. 1In the
absence of an objection fromM. Cravens, and in |ight of
M. MWde's assent to a brief cross-exam nation, Judge Coffe
stated: "I'll permt a certain anmount of questioning, but we'll
just see where it goes.”" M. DeCastro did not question
M. Cravens, nor did the Court.

M. Cravens never informed the Court that he had settled his
case because he believed the matter was common know edge.
M. Cravens had no intention of having a secret settlenent.
Following the trial, the Cravenses did not file any briefs with

the Court.
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B. M. Thonpson

M. Thonpson appeared at the trial of the test cases and
produced ei ght pages of docunents in response to the subpoena
duces tecumissued by M. MWade.>* The Governnent paid
M. Thonpson's travel, food, and | odgi ng expenses.

M. DeCastro conducted direct and redirect exam nations of
M. Thonpson. M. DeCastro questioned M. Thonpson about his
participation in the acquisition of First Savings as well as the
Bauspar programto show that the Thonpsons had financial dealings
with M. Kersting other than through the prograns at issue in the
trial. WM. Thonpson testified that, followi ng a forced nerger
bet ween First Savings and First Federal Savings of Honol ul u,

M. Kersting returned the Thonpsons' $20,000 initial investnent
in First Savings. M. Thonpson further testified that he | ost
$80, 000 in the Bauspar program

M. MWade cross-exam ned M. Thonpson. M. Thonpson had

never met M. MWade until he was scheduled to testify. Pursuant

4 \When M. MWade noved to have the Thonpson docunents
admtted as evidence during M. Thonpson's testinony, M. |zen
obj ected on the grounds that he had not had an opportunity to
review them Al though Judge Goffe initially questioned whether
M. lzen should be permtted to object to the adm ssion of the
Thonmpson docunents, M. DeCastro indicated that he had no
objection. Judge Goffe then called a brief recess to allow
M. lzen to review the docunents and indicated that he woul d
allow M. lzen to subject M. Thonpson to a voir dire
exam nation. Following the recess, M. lzen raised a limted
objection to the adm ssibility of the docunents insofar as they
contained statenents of M. Kersting's opinion of the tax | aws.
Judge CGoffe overruled M. lzen's objection and admtted the
docunents in evidence as respondent's exhibit SL. M. |zen was
all owed to cross-exam ne M. Thonpson without limtation.
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to a stipulation of facts, M. MWade introduced exhibits at the
trial of the test cases pertaining to the Thonpsons'
participation in the disputed Kersting prograns. During

M. MWade's cross-exam nation, M. Thonpson nade the foll ow ng
st at enent :

M. MWade: Wien did you term nate your
participation in these plans, M. Thonpson?

M. Thonpson: In--let's see--1984. No, wait a
mnute; 1982. | retired, and I went to ny retirenent
party, cane hone, and | had notice fromthe Interna
Revenue Service regarding ny 1978 taxes. And | went up
to the house, called himup, and said, "Henry, |'ve got
a problem"™ And he said to just send it to him and
he'd take care of it.

Two and half years |later he was still taking care
of it. I still didn't know what was wong. And | was
becom ng very disenchanted with his taking care of it.
To be quite honest with you, | went to an attorney over
it.

And an agent actually cane to our house and was
interested in ny paying him $23, 346, as | renenber, on
t he spot.

In the interimperiod | had received no notice
that our house had a lien slapped on it fromthe
| nternal Revenue Service, but | didn't know about this.

But anyway, this was all the thing that brought
all nmy investnents with M. Kersting to a head. 1| got
absol utely no support that was effective fromhim |
want ed to know what the problemwas so that | could
address it--not in a manner of putting a band-aid on

it; I wanted it settled. | was retired. | couldn't go
on with this business that, "Oh, we'll go to court and
they' Il never get us," and all of this business that we
had. | was out noney, lots of it: $80,000, on the one
hand. And $23, 000 goes over 100--pretty easy, right
t hen.

| was in the process of doing a trust. | went to

the attorney that was running that for ne, and he wote
a letter to Kersting wanting to know what he had done,
and got a rotten letter back fromhim | tried to get
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himto do sonething for me on the 1978 situation, and
there wasn't anyt hi ng happeni ng.

The procedure went through a tax firmin Los
Angel es known as Loeb & Loeb, and I wound up with the
DeCastro Law Corporation by way of their direction, and
made several discoveries that were startling to ne.

And of course, | settled. To be quite honest, | had to
get out of this. | was not going to spend ny life--

M. MWade: Well, let nme--

M. Thonpson: --doing all this.

M. MWade: Let nme stop you here for a nonent.

M. Thonmpson: GCkay. |I'msorry. | beg your
par don.

M. MWade: M. Thonpson, can you tell nme: have
we been successful in getting the lien renoved from
your house?
The subj ect of the Thonpson settlenment did not arise again during
M. Thonpson's testinobny at the trial of the test cases.®
M. MWade foll owed the colloquy quoted above by asking
Thonpson whet her he had ever tendered stock certificates to

Kersting. M. Thonpson responded that, contrary to

Kersting's prom ses, he tried twice (through M. DeCastro and

s 5= 5 5

Chanin) to tender his stock certificates to M. Kersting in
exchange for the cancellation of his prom ssory notes but had

been refused.

% |n Dixon Il, Judge CGoffe interpreted M. Thonpson's
remar ks concerning settlenent as pertaining to the resolution
of M. Thonpson's tax liability for 1978--a year for which the
Thonmpsons had not been issued a notice of deficiency. See Dixon
1, 62 T.C.M (CCH) at 1472-1473, 1991 T.C M (R A), at 91-3014
to 91-3015. In retrospect, and in the |light of what has cone
out, it is nore likely that M. Thonpson in his above-quoted
testinony was referring to the settlenment on his behalf that
M. DeCastro had negotiated with M. MWde.
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M. MWade prepared and submtted to the Court requested
findings of fact respecting the Thonpsons' participation in
the di sputed Kersting prograns. M. MWade relied upon
M. Thonpson's testinony at trial to support respondent's
proposed findings of fact that M. Thonpson "l ost $80, 000
mai ntai ned in the savings programw th the Kersting conpany."”

M. lzen was permtted to cross-exam ne M. Thonpson.

M. lzen questioned M. Thonpson about his purported $80, 000 | oss
fromthe Bauspar program M. Thonpson's dispute with

M. Kersting, and M. Kersting's threats to bring a | awsuit

agai nst the Thonpsons. *®

C. M. Kersting

M. MWade subpoenaed M. Kersting to testify at the trial
of the test cases. M. Kersting testified extensively at the
trial of the test cases regarding the Kersting prograns in
di spute. As discussed in greater detail below, Judge CGoffe
concluded in Dixon Il that M. Kersting' s testinony | acked
credibility.

M. Kersting testified about the First Savings acquisition.
In particular, M. Kersting testified that the acquiring group of

approxi mately 40 investors (including M. Thonpson) had been

¢ M. Thonpson testified that the $80, 000 | oss arose from
M. Kersting's failure to remt to the Thonpsons the buildup in
the forced savings | eg of the Bauspar transaction under which the
Thonpsons had paid $1, 200 per nonth to Citizen's Financial, Inc.
M. Thonpson testified that M. Kersting treated the $1, 200
paynments as interest paynents, rather than as contributions to a
savi ngs pl an.
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required to pledge their First Savings stock to secure a | oan
fromFirst Hawaiian Bank to provide partial financing for the
acquisition. M. Kersting further testified that, follow ng the
initial acquisition, he arranged for the acquiring group to
relinquish their interest in First Savings and becone

sharehol ders of a newl y organi zed Kersting hol di ng conpany known
as Investors Financial Corp. (lInvestors Financial), which was to
be a hol ding conmpany for First Savings. M. Kersting testified
that initially he had been erroneously infornmed that regul atory
approval was not required for Investors Financial to serve as a
hol di ng conpany for First Savings. M. Kersting testified that
t he Federal Home Loan Bank Board eventual |y approved | nvestors
Fi nancial as a hol ding conpany for First Savings.

D. M . Al exander

M. MWade subpoenaed M. Al exander to testify at the trial
of the test cases. The CGovernnent paid M. Al exander's travel,
food, and | odgi ng expenses while he was in Hawaii. Unlike nobst
W tnesses, M. Alexander remained in Hawaii during the entire
trial; this was pursuant to arrangenent with M. MWde so that,
as previously described, M. Alexander could serve as an
undecl ared consultant or assistant to M. MWde. The record
does not reflect the extent to which M. MWde actually relied
upon M. Al exander as an assistant or consultant during the trial
of the test cases.

M. MWade's direct exam nation of M. Al exander focused

| argely on the details of the First Savings acquisition.
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M. Al exander's testinony regarding the transaction differed from
M. Kersting's testinony in one material respect. Specifically,
contrary to M. Kersting's testinony, M. Al exander testified
that the Federal Honme Loan Bank Board denied M. Kersting' s
application for Investors Financial to serve as a hol di ng conpany
for First Savings.® M. Al exander further testified that
M. Kersting "watered down" the First Savings shares by issuing
addi tional Investors Financial shares to individuals other than
the original acquiring group. M. Alexander testified that when
he questioned M. Kersting about the matter, M. Kersting stated
that there was no problemw th issuing additional Investors
Fi nanci al shares because M. Kersting could have the shares
returned at any tine.

M. Al exander testified that in February 1980, Federal
banki ng authorities forced First Savings to nerge wwth First
Federal Savings of Honolulu. M. Alexander testified that,
followng the forced merger, M. Kersting returned the initial
i nvestnments of some nmenbers of the original acquiring group but
that M. Kersting did not return M. Al exander's investnent of
approxi mately $125, 000.

Under direct exam nation by M. MWade, M. Al exander
admtted that he had filed a | awsuit against M. Kersting, which

resulted in the arbitration proceeding in July 1987, and that he

5 In Dixon |Il, the Court found that |nvestors Financi al
was not approved as a hol di ng conpany for First Savings and that
| nvestors Fi nancial had no other assets. See Dixon Il, 62 T.C M

(CCH) at 1447, 1991 T.C.M (R A), at 91-2987.
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was not on good ternms with M. Kersting. Under cross-exam nation
by M. lzen, M. Al exander admtted that he had talked with
M. MWade about submtting an affidavit concerning
M. Kersting's prograns. Wen asked by M. |zen whether he and
M. MWade had di scussed a reduction of M. Al exander's tax
litability in exchange for the affidavit, M. Al exander responded,
"Specifically, no."®® M. lzen's cross-exam nation of
M. Al exander included questions concerning M. Al exander's
various dealings with M. Kersting, including First Savings and
M. Al exander's participation in the Kersting progranms at issue
in the trial

After M. lzen had questioned M. Al exander about his
participation in the Kersting prograns at issue in the trial,
M. MWde elicited testinmony from M. Al exander (on redirect
exam nation) that M. Kersting had represented to M. Al exander
and others that the prom ssory notes underlying the interest

expense deductions would not be called for paynent.

8 M. lzen questioned M. Al exander as foll ows:

M. lzen: Have you ever offered * * * M. MWde,
or any other person connected with the Internal Revenue
Service, an affidavit concerning your testinony
concerning these tax shelters?

M. Al exander: W talked about it.

M. lzen: D d you ever offer to themto testify
in return for reducing your own personal taxes? The
amount of .

M. Al exander: Specifically, no.
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E. M. DeCastro

M. DeCastro attended the trial of the test cases and
conducted M. Thonpson's direct exam nation. Follow ng the
trial, M. DeCastro filed an eight-page brief with the Court on
behal f of the Thonpsons. M. DeCastro's brief included an
argunment that the Thonpsons entered into the Kersting prograns in
di spute with the intention of making a profit. This argunent was
based upon the Thonpsons' prior investnment experience with
M. Kersting, including their participation in the First Savings
acquisition. M. DeCastro's brief also acknow edged that "one
of the primary notives for the stock purchase was to realize
t he substantial tax savings prom sed by the Kersting plan".

M. DeCastro al so argued, contrary to M. Thonpson's testinony,
that the prom ssory notes signed by the Thonpsons "are valid and
enforceable.” M. DeCastro filed no reply brief on behalf of the
Thonpsons.

F. Confort Letters

The record in the trial of the test cases included evidence
that M. Kersting had assured certain Kersting program
partici pants, whom M. Kersting referred to as "nervous Nellies",
that their primary | oan obligations could be satisfied in full at
any tinme by nere surrender of the associated stock certificates.
In Dixon |1, the Court summarized the evidence as foll ows:

[M. Kersting] testified that he provided so-called

"confort letters” only to those "nervous Nellies" who

i nsisted on having them which did not include any of
petitioners.
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We do not doubt that Kersting only provided these
personal i zed confort letters to investors who insisted
and that petitioners were not anong that group. It
does not necessarily foll ow, however, that the policy
enbodied in the letters was unknown or unavail able to
petitioners or other investors. In fact, the record
contains several indications, covering a span of
several years, that Kersting applied this policy to
everyone whet her they requested personalized confort
letters or not:

(1) Thonpson testified that Kersting assured him
of the policy at the outset, and no other petitioner
testified that he tendered stock to Kersting and was
refused. Kersting's refusal to accommodate Thonpson is
reasonably attributed to the serious falling out that
occurred previously and to Thonpson's apparent refusal
to pay |l everage | oan interest.

(2) Kersting described a 1976 Forbes Acceptance
Stock Subscription Plan to MI Harr this way: "The
deal is self-liquidating as you can retire all of your
debt by sinple surrender of the stock certificate
i ssued to you."

(3) Gabriele Kersting sent a formletter to Oaens
also relating to the 1976 Forbes Acceptance Stock
Subscription Plan, in which she advised himto "Keep
the [stock] certificate in a safe place as you w ||
need it later to retire the $30,000.00 note."

(4) Inaformletter transmtting initiating
docunents for the Leasing Corporation Plan of Universal
Leasing, Kersting stated: "AlIl of your debt, except
your nonthly paynment obligation, can be discharged at
any time at your option by surrender of the stock
certificate which will be issued to you after we have
recei ved the executed docunents fromyou."

(5 Inaformletter marking the first anniversary
of a Leasing Corporation Plan for Anseth Leasing,
Kersting noted that "you do have the continuing option
to retire the existing notes by a sale to your
corporation of the stock which you have acquired.™

(6) Although in the formof a personalized
confort letter, Kersting wote expansively in 1977
"there is, of course, no problemto reassure you of the
sel f-sustaining and self-liquidating aspects of the
transaction. W would, in fact, issue a letter to
every participant in the deal outlining that
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understanding if it would not weaken YOUR position with

the IRS."
(7) In another personalized confort letter, this
time from 1978, Kersting again wote broadly: "As to

t he obligation under the prom ssory notes and
subscription agreenents there i s no ongoing obligation
as far as we are concerned. W will always repurchase
the stock issued at a price sufficient to allow a
borrower to discharge all of his debt."

(8) In a 1980 credit-reference letter to a third

party, Kersting wote that the investor's "liabilities
at * * * [the time of his stock purchases] and from
there on would be equal to the assets acquired. Hi's
debt can be canceled at any tinme of his choice by the
sale of the assets in his possession.”

(9) Dixon received a 1985 formletter that told

himhow to term nate his participation in his Charter
Fi nanci al stock purchase plan by returning an endorsed
stock certificate, after which his notes and stock
certificate woul d be cancel ed and notes narked "pai d"
woul d be returned to him The letter contained simlar
unused "cancellation" lines for |easing corporation
stock certificates and acceptance corporation stock
certificates.

Di xon 11,

62 T.C M (CCH) at 1499-1500, 1991 T.C M (R A), at 91-

3043 to 3044-91.

G M .

| zen's Introduction of Evidence of Collection Litigation

During the trial of the test cases, M. Mseley testified

(on direct examnation by M. lzen) that he had represented

several Kersting conpanies in collection litigation against

several Kersting program participants.® Wen M. |zen attenpted

* Before the trial of the test cases, M. MWde becane
aware of the Kersting collection cases through settl enment
di scussions with Kersting program participant Lou Galli.
M. MWade subsequently discovered that certain corporations
controlled by M. Kersting had obtained collection judgnents
agai nst no fewer that 10 Kersting program participants. 1In

addi ti on,

M. MWade issued a subpoena to M. Kersting requesting
(conti nued. ..)
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to offer collection litigation records into evidence through
M. Mbsel ey, Judge CGoffe initially questioned why M. |zen had
not obtained the docunents before trial so that the docunents
coul d have been subjected to the stipulation process. M. |zen
responded that, although he had requested the docunents from
M. Kersting earlier, ultimately he had relied upon the subpoena
t hat respondent had served on M. Kersting, and he had only
recently received the docunents.

During M. Mseley's testinony, M. lzen offered into
evi dence records fromthe bankruptcy case of M. Provan
indicating that certain corporations controlled by M. Kersting
were creditors of M. Provan. The Court sustained M. MWade's
obj ections to adm ssion of these records on grounds of rel evance
and i nconpl et eness. ® The Court al so sustained M. MWde's
objections to the adm ssion of several docunents pertaining to
collection litigation against George Vernmef, although these
docunents were later admtted into evidence through

M. Kersting's testinony. %

9(...continued)
t he production of records of any other collection actions agai nst
Kersting program partici pants.

80 The docunents in question did not reveal the particul ar
debts that the Kersting corporations had apparently asserted
agai nst M. Provan.

61 Judge Coffe's treatnment of the collection litigation
evi dence is sunmarized supra pp. 72-74. M. lzen's bringing up
the collection litigation again, follow ng the evidentiary
hearing, is described infra pp. 196-197.
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| X. Posttrial Devel opnents

A First Thonpson Refund

Around the tine of the Dixon Il trial, M. DeCastro asked
M. MWde to arrange for the Thonpsons to receive a refund of
$30, 000 of their advance paynents, in accordance with the second
revi sion of the Thonpson settlenment. In a nenorandum dated
April 10, 1989, M. MWAde requested M. Stevens to process a
$30, 000 refund to the Thonpsons. M. MWde's April 10, 1989,
menor andum st at es:

The above-naned taxpayers are part of the Kersting

| nt erest Deduction Project. Because their case was

desi gnated as one of the "test cases”, the basis for

settlenment agreed to prior to trial cannot be finalized

until after the Court enters its decision, projected to

be after m d-year 1990.

The basis for settlenent will result in
approxi mate deficiencies, as foll ows:

Tax Year Defi ci enci es | nt er est Tota
1980 $15, 000. 00 $19, 241. 66 $34, 241. 66
1981 $15, 000. 00 $15, 191. 44 $30, 191. 44

Based upon the enclosed transcript, the taxpayers
have made advance paynents as fol |l ows:

Tax_ Year Advance Paynent
1979 $63, 000. 00
1980 $35, 373. 09
1981 $145. 88

In an effort to mnimze the interest expense to
t he governnent, it is requested that $30, 000.00 of
advance paynent be refunded to the taxpayers, the
all ocations and/or inter-year adjustnents being nade,
as necessary.

Foll owi ng the refund, there will be sufficient
advance paynents to full pay the agreed deficiencies,
plus accrued interest, with a $4,085.87 reserve.
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M. MWade' s nmenorandum apparently did not raise any
concerns in the Special Procedures office.® On July 11, 1989,
the Governnent issued a refund check to the Thonpsons in the
anount of $30,000. The Thonpsons endorsed the check to DeCastro
Law Corp. without depositing it in their own checking account.

On August 3, 1989, M. DeCastro wote a letter to M. MWade
confirmng the revision of the Thonpson settlenent that had been
agreed to before the trial of the test cases. M. DeCastro's
letter states in pertinent part as foll ows:

Re: Jack and Maydee Thonpson

Dear Ken:

Pl ease confirmfollowing is our agreement with
respect to settlenent of above taxpayer's cases for
open years:

W have agreed that the total taxes due for al
t he open years are $15,000 for 1980 and $15, 000 for
1981.

Further, in the event a final decision in this
case is nore favorable they are to receive the benefit

of such deci si on.

Pl ease sign below so | can have for ny files.

M. MWde signed the letter and returned it to M. DeCastro.
On August 24, 1989, M. DeCastro wote to M. MWde
requesting that M. MWade arrange for the Thonpsons to receive

t he bal ance of their refund. M. DeCastro's letter states in

pertinent part:

62 M. Stevens was not called to testify at the evidentiary
heari ng.
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Dear Ken:

The follow ng are ny cal cul ati ons of the refund
due the Thonpsons:

1980 Defi ci ency: $15, 000

| nt erest on Deficiency: 15, 300 $30, 300
(To 12-31- 86)

1981 Defi ci ency: $15, 000

I nterest on Deficiency 12,150 27,150
Total Tax and Interest due to 12-31-86 $57, 150

Amount Pai d 12-31-86 ($25, 545 plus $34,269) $59, 814

Over paynent as of 12-31-86 2,664

Addi ti onal anount paid

on account 6-11-87 63, 000
TOTAL OVERPAYMENT DUE TAXPAYER $65, 664

Pl ease cal cul ate the interest due on the
over paynment and arrange to refund the bal ance due them
(1 ess the $30,000 recently received).

Thanks for your cooperation.

On Cctober 3, 1989, M. DeCastro sent the Thonpsons a letter
reporting that M. MWade had confirned that they were due a
| arge refund, plus interest, which would not be refunded until
the Court issued its opinion in the test cases. M. DeCastro
advi sed the Thonpsons that, because the Internal Revenue Service
woul d be paying interest, he believed it was fair to add interest
to the Thonpsons' bill.

On or about November 6, 1989, M. MWde received an undated
letter from M. Thonpson which stated in pertinent part as

foll ows:
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Dear M. MWide:

There are sone questions in mnd that | feel you can
hel p nme answer.

OmM ng to the fact that the Kersting hearing is behind
and ny testinony is conplete | ask; have |I conpleted ny
portion of this case? |If in fact ny portionis
conplete | question the requirement for counsel any

| onger.

Secondly--1 received a check fromIRS in the anmount of
thirty thousand dollars--($30,000). | endorsed this
over to DeCastro Law Corp; this did not retire the
billed amount. | am conpletely amazed at the billings
we are receiving. | amnow in receipt of additional
billings that exceed realistic amunts. |In fact the
total cones to sixty six thousand two hundred forty
three and 66/100 dollars ($66,243.66). At sone point |

know a reconciliation will cone. Luis says don't be
concerned. | amvery concerned, | amthe one being

bi | | ed.

Thirdly--it was Maydee and nme who stood up to be
counted at the hearing. |In crossing paths with fornmer
friends | know not whether they will be friendly or
not. The percentage is still in ny favor. And soon
now | feel that all will have to cone to grips with

reality in this matter. So be it, it is a factor in
our lives.

Fourth--1 came forward to help bring about justice for
Henry Kersting. Wile it is true that | was aware that
a nmeasure of direct aninosity would result, and |
accepted this. Maydee has experienced additional
illness this | amvery sorry about.

Most enphatically | did not expect to be a channel
t hrough which IRS funneled funds to any law firm

Certainly not in this magnitude. | have the feeling at
this point that | amcorrect in this--the bill is to
[sic] much. | want to know t he exact |egal position

occupy. We have been frustrated | ong enough. W w sh
to close this chapter.

Ken we spent little tinme with you, however Maydee and |
both agree, we |like you. | hope as Maydee does t hat
you are on your way out of the smoking habit. | truly
hope that this will be accepted in the context | feel.
| guess | amtired of this matter. All the broken
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dreans the Kersting fraud has shattered are everywhere
| look. | only know a few by conpari son.

Best regards, Jack
The paynment of M. DeCastro's legal fees is also discussed in a
| etter dated Novenber 17, 1989, from M. DeCastro to M. Huestis
whi ch states in pertinent part:

Thank you for your letter regarding the matter of
t he Thonpsons' fees. As | have told Jack, we are
| ooki ng for paynment of his fees to the IRS, not him
am encl osing a copy of ny letter to himin this regard
for your information.

| am not sure how there got to be any confusion on
this score, but hope this lays that to rest. W have
been told by the IRS that they will not rel ease any
addi tional funds until after the judgnent and in the
meanti me we give Jack and Maydee our statenents to keep
them infornmed of the bal ances.

Just to make it all very clear, we are | ooking
only to the paynents fromthe IRS for our fees and do
not expect Jack and Maydee to conme up with noney on
t hat score
M. DeCastro sent a simlar letter to the Thonpsons on the sane
dat e.

B. M. Izen's Mtion To Reopen Record

On January 23, 1991, M. lzen filed a notion to reopen the
record in the trial of the test cases to receive newy discovered
evidence. In particular, M. lzen sought to introduce evi dence
that certain Kersting program participants had reported a capital
gain upon the termnation of their participation in a particular
Kersting programand later filed a claimfor refund based upon
t he Conmi ssioner's determ nation that the transaction was a sham

M. lzen argued that the Comm ssioner's denial of the taxpayers
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refund clains constituted an adm ssion agai nst interest.
Respondent opposed M. lzen's notion on the grounds that the
taxpayers in gquestion had clainmed Kersting interest deductions
for the 3 taxable years before the year that they reported a
capital gain, and that the Conmm ssioner had accepted those tax
returns as filed. Respondent asserted that under the
circunstances it was not inequitable for the Conm ssioner to deny
t he taxpayers the clainmed refunds. On February 26, 1991, the
Court denied M. lzen's notion.

C. Di xon |1 Opinion

Messrs. Sinms and McWade did not informJudge Coffe, the
National O fice, Regional Counsel, or M. lzen of the Thonpson
and Cravens settlenments or the Al exander understandi ng before the
i ssuance of the Court's Dixon Il opinion.

On Decenber 11, 1991, the Court filed its Dixon Il opinion.
In particular, the Court rejected M. lzen's contention that the
cases shoul d be dism ssed for lack of jurisdiction on the ground
that the notices of deficiency issued to his clients were
invalid. The Court al so sustained respondent’'s disall owance of
the interest deductions clained with respect to the Kersting
st ock purchase, stock subscription, |easing corporation, and CAT-
FIT plans. The Court determ ned that the | oans were sham
transactions | acki ng econom c substance and that the |oans did
not constitute genui ne i ndebtedness. Finally, the Court
sust ai ned respondent’'s determ nati ons agai nst test case

petitioners who had been charged with additions to tax for
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negligence, failure to file a tinely return, and the increased
rate of interest for substantial understatenent of incone tax
attributable to tax-notivated transacti ons.

D. Di scl osure of Thonpson Settl enent

On March 13, 1992, the Court entered decisions pursuant to
its Dixon Il opinion in each of the test cases. The Court
entered decisions in the Thonpson cases consistent with the
notices of deficiency issued to the Thonpsons as foll ows:

Additions to Tax

Sec. Sec. Sec.
Year Defi ci ency 6653(a) 6653(a)(1) 6651(a)(1)
1979 $18, 161. 00 $908 .- -
1980 24, 838. 00 --- R -
1981 36, 294. 52 --- $1, 958. 28 $4,934. 32

The deci sions provided that the Thonpsons were liable for 50
percent of the interest due on the deficiency for 1981 pursuant
to section 6653(a)(2) as well as increased interest pursuant to
section 6621(c).

By letter dated April 23, 1992, M. MWade forwarded to
M. DeCastro waiver agreenents which, if executed by
M. DeCastro, would authorize the Internal Revenue Service to
enter assessnents agai nst the Thonpsons before expiration of the
90- day appeal period prescribed by section 7481. M. MWade's
letter stated that, on the basis of the Thonpsons' earlier

paynents, there would be due a refund of approximtely $56,873. 03
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for 1979, 1980, and 1981. Finally, the letter stated that the
Thonmpsons' refund was attributable to the resolution of Kersting
i nterest deduction prograns, including the Bauspar program M.
DeCastro signed the waivers and returned themto M. MWade on
April 27, 1992. M. Sinms and M. MWade initialed the waivers on
May 1, 1992. By letter dated May 8, 1992, M. DeCastro wote to
M. Thonpson stating in pertinent part: "Finally | have been
advi sed that the Infernal [sic] Revenue Service is processing a
refund to you. | expect to be in excess of $55,000 [sic] so as |
mentioned it will finally take care of nmy bill and | eave sone
| eft over for you."

During this sanme period, M. Sins infornmed Larry Martucci
(M. Martucci), an Associate Chief of Appeals in the San
Franci sco Appeals Ofice,® that a Kersting test case petitioner
had accepted the project settlenent offer made to all Kersting
petitioners, but, because the petitioner was one of the test
cases, he had tried his case. M. Sinms told M. Martucci that
the Court had entered a decision in the case in accordance with
its opinion. M. Mrtucci told M. Sins that he did not know
what could be done. M. Martucci told M. Sins that, at a
mnimum M. Sins should contact M. Sanchez, Regi onal Counsel

for the Western Region, Ofice of Chief Counsel.

%  From Novenber 1988 through March 1992, M. Martucci
supervi sed the Appeals officers assigned to the Honol ul u Appeal s
Ofice, including Gary Lipetzky and Mel Iwane. M. Martucci
first becane aware of the Kersting tax shelter project in 1988 or
1989 when the project was in District Counsel jurisdiction and no
| onger with the Appeals Ofice.
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During the week of April 13, 1992, M. Sins contacted Jerry
Li (M. Li), another Associate Chief of Appeals in San Francisco,
about the need to assess anounts in the Thonpson cases that were
| ess than the amounts set forth in the Tax Court's deci sions.
M. Sinms did not nmention the Thonpsons' participation in the
Bauspar programin his conversation with M. Li. M. Li told
M. Sins that he would have to check with his superiors before
processing the case. M. Li asked M. Sinms for a nmenorandum
expl ai ning the situation.

M. Sinms and M. MWade sent M. Li a menorandum dat ed
May 8, 1992, which states:

Forwarded herewith are the adm nistrative files
for the above-entitled cases, which were part of the
test cases in the Kersting Interest Deduction Program
As per our discussion, the petitioners indicated a
desire to settle their cases, based upon the then
out standi ng settlenment offer, prior to the trial of the
test cases. Because of the stipulations of settlenent
of tax shelter issues filed in the remaining non-test
cases, we felt settlenent with petitioners, as test
cases, without trial was inappropriate. In lieu of a
stipulated settlenent, we agreed to allow petitioners
the better of the settlenent or trial results, once the
[itigation was conpleted. Petitioners also established
their entitlement to additional actual |osses
associated wth another of M. Kersting' s prograns,

Bal spar [sic]. W agreed to reflect the tax
consequences of such transactions in the final

determ nation of their tax liability for the respective
years.

The Court has now rendered its opinion in the
Kersting test case litigation and entered its decision.
I n accordance with our agreenent with petitioners, the
tax liabilities to be assessed in these cases, the
deci sion notw t hstanding, are as foll ows:
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| . R C. Sections
Year Deficiency 6651(a)(1) 6653(a)(1) 6653(a)(2) 6621(c)

1979 - 0- N A - 0- N A - 0-
1980 $15, 000. 00 N A N A N A - 0-
1981 $15, 000. 00 - 0- - 0- - 0- - 0-

In order to expedite the closing of these cases,
petitioners, through counsel, have executed waivers of
the limtations contained in I.R C. 8§ 6213(a), copies of
which are included in the files. |mmediate processing
of the assessnents are [sic] therefore appropriate.

| f you have any questions regarding the processing
of this matter, pleased contact ne at (808) 541-3350.

Shortly after receiving this nmenorandum M. Li called Gary
Li pet zky (M. Lipetzky), an Appeals officer in Honolulu, who had
begun to gather information about the Bauspar program
M. Lipetzky informed M. Li that he was the key Appeals officer
on the Bauspar program and that he had not fornul ated any
settlenment offer for that program

M. Li subsequently contacted his supervisor, Ron Wse
(M. Wse), Assistant Chief of Appeals in San Franci sco, about
M. Sinms' request. On May 22, 1992, M. Wse talked to M. Sins
about the Thonpson cases. M. Sins told M. Wse that the
Thonpsons had been sel ected as Kersting test cases, the Thonpsons
had their own attorney, M. Kersting had threatened to sue the
Thonpsons, M. Kersting had deni ed the Thonpsons the return
on one of their investnents, and M. Kersting considered
M. Thonpson to be a renegade. M. Sins told M. Wse that he
and M. Thonpson had worked out an informal arrangenent that
t he Thonpsons woul d receive the better of the Tax Court deci sion

or the best settlement allowed to other Kersting program
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participants before the trial. M. Sins told M. Wse that he
was concerned about the piggyback cases because the Thonpsons
woul d be getting a better settlement and the Governnment had won
all the test cases.

M. Wse believed that M. Sins' request to nmake an
assessnment that differed froma Tax Court decision required
hi gher | evel approval. On May 15, 1992, M. Wse forwarded
M. Sinms' May 8, 1992, nenorandumto his supervisor, Christian G
Beck, Chief of the San Francisco Appeals Ofice. M. Wse told
M. Sins that he did not have authority to process his request
and indi cated he was going to seek approval from Danny Cant al upo
(M. Cantalupo), Regional Director of Appeals for the Wstern
Region. On May 22, 1992, M. Cantalupo informed Peter D. Bakutes
(M. Bakutes) Deputy Regional Counsel (Tax Litigation) for the
Western Region, that the Appeals Ofice had received a request
fromM. Sins to nake an assessnent in a Kersting test case on a
basis that differed fromthe Tax Court's deci sions.

Under the managenent structure of the Wstern Regi onal
Counsel's O fice, M. Bakutes reported directly to M. Sanchez.
As Deputy Regi onal Counsel, M. Bakutes was responsible for
general oversight of tax litigation in the Western Regi on,

i ncludi ng tax shelter cases, and for evaluating how such cases
shoul d be handl ed. M. Bakutes had experience with tax shelter
procedures before becom ng Deputy Regi onal Counsel. M. Bakutes
expected that, in the Western Region, a project attorney and the

attorney's manager would contact the Regional Ofice if they
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W shed to settle a project case on grounds different fromthe
official project settlenent offer. M. Sanchez considered M.
Bakutes his key executive staff person and had directed all
District Counsel, including M. Sinms, to discuss any unusual or
novel matters with M. Bakutes.

M. Bakutes and M. Cantal upo i medi ately infornmed
M. Sanchez about the Thonpson settlenment. This was the first
time M. Sanchez heard of the Thonpson settlenment. No one in the
West ern Regi onal Counsel's Ofice knew of the unusual settl enent
of Kersting cases before May 22, 1992. No one in the Western
Regi onal O fice had approved the settlenents.

M. Sanchez immediately called M. Sinms, who admtted the
basic facts regardi ng the Thonpson settl enent arrangenent.

M. Sinms stated that his notivation for the settlenment was to
prevent M. Kersting fromperpetrating a fraud on the Court.

M. Sins stated that the best way to do this was to have at | east
one attorney not paid by M. Kersting participate in litigating

t he test cases.

After discussing the matter with M. Sins, M. Sanchez
contacted M. DeCastro and | earned nore of the details
surrounding the settlenment. M. DeCastro infornmed M. Sanchez
that M. Sins and M. MWade had agreed to a proposal to keep the
Thonpsons in the litigation by rebating to the Thonpsons an

anount sufficient to pay their legal fees. M. Sanchez told
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M. DeCastro that M. Sins had no authority to enter into such a
settl enent.®

M. Sanchez pronptly notified David Jordan (M. Jordan),
Acting Chief Counsel (National Ofice) of the basic facts
surroundi ng the Thonpson settlenment. M. Jordan told M. Sanchez
that Chief Counsel attorneys in the Tax Litigation Division in
the National O fice would be brought into the matter for two
reasons: The gravity of the situation and the role of the Tax
Litigation Division in the National Ofice as the prine |liaison
of the Internal Revenue Service with the Tax Court. M. Jordan
and M. Sanchez agreed that the Tax Court had to be notified
i mredi atel y.

M. Sanchez assigned M. Bakutes to investigate the matter
on behal f of Regional Counsel. M. Bakutes spent several weeks
gathering facts, so that the matter could be reported to the Tax
Court. M. Bakutes recogni zed that he needed to nove quickly
because the period for appealing the decisions entered in the

Thonpson cases woul d expire on June 11, 1992.

64 M. Sanchez believed that M. Sins was acting outside
the scope of his enploynent and authority when he deviated from
the ternms of the official project settlenment offer in the
Thonpson cases, and when he purportedly used as a basis for
settlenment a transaction (Bauspar) that had occurred in a tax
year over which he, as District Counsel, had no jurisdiction. W
observe that the Thonpsons' participation in the Bauspar program
apparently originated in 1981--one of the years that the
Thonpsons had pendi ng before the Court--although the record does
not detail the deductions, if any, clainmed by the Thonpsons with
respect to the Bauspar programon their 1981 return.
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On May 29, 1992, M. Sins sent a letter to M. DeCastro
inform ng himthat the Thonpson settl enent had been rejected by
Regi onal Counsel, stating in pertinent part as foll ows:

As |'msure you recall, on or about COctober, 1986,
you approached Ken McWade of this office with an offer
to settle * * * [the Thonpson] cases based on the
Governnment's then outstandi ng settl enent position for
the Kersting project. At that tinme, | infornmed you
that, since the Thonpsons' cases had been designated as
test cases in the Kersting project litigation, | would
not approve of any settlenent of these cases prior to
trial. Nonetheless, | represented to you that | would
exert nmy personal best efforts to see that the
Thonpsons were not di sadvantaged by ny decision not to
settle. | also advised you that | was not in a
position to guarantee success inasmuch as approval of a
hi gher authority mght be required. Finally, | advised
you that if the test case petitioners won, we would
allow you to enjoy that result. | amcertain that both
you and | left with the clear understanding as a result
of what | had said, the [sic] we renmai ned adversaries
with respect to the litigation

M. Sins' letter further states that, absent an appeal, the
I nternal Revenue Service woul d assess the full deficiencies in
t he Thonpson cases, consistent wth the Court's Di xon Il opinion,
plus all applicable statutory additions to tax. The total
assessment, including interest, would have been $302, 396. 12.

On June 1, 1992, M. Sins sent M. Sanchez a copy of
M. DeCastro's August 3, 1989 letter, signed by M. MWde,
acknow edgi ng the second revision to the Thonpson settlenent. On
June 2, 1992, M. Sanchez and M. Bakutes had a conference cal
with Messrs. Sins, McWade, and DeCastro. During the call
M. DeCastro claimed that M. Thonpson had a profit notive and
that M. Thonpson's testinony was stronger on this point than

that of any of the other test case petitioners. M. DeCastro
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al so deni ed that the Thonpson settlenent was attributable in any
way to the Thonpsons' participation in the Bauspar program

On June 2, 1992, M. Bakutes directed M. Sins to send him
imredi ately the files in the Kersting test cases.

M. Bakutes assigned M. Donbrowski to assist himin
formul ati ng respondent’'s position with respect to the settl enent
arrangenment. On June 3, 1992, M. Bakutes directed
M . Donbrowski to prepare notions to vacate the decisions in the
Thonpson cases.

On June 3, 1992, M. Li prepared a nenorandum sumrari zi ng
his earlier conversations with M. Sins, stating in pertinent
part as foll ows:

Per Bill Sinms, the main reason for the | ower deficiency

to be assessed was that the Thonpsons wanted to settle

their case, based upon the then outstanding settlenent

offer prior to the trial of the test cases. Sins

stated that because of the stipulations of settlenent

of tax shelter issues filed in the remaining non-test

cases, Honolulu District Counsel felt settlement with

the petitioners, as test cases, without trial was

I nappropri ate.

Bill then stated to ne that also M. Thonpson was taken

by M. Kersting and that M. Thonpson was considered a

traitor by all of the other Kersting's investors.

M . Thonpson hel ped the governnment's case agai nst

M. Kersting promotion with his testinony about the

Kersting pronotion. M. Thonpson was cooperative with

District Counsel and therefore District Counsel wll

reduce the tax deficiency for all three years.

On June 4, 1992, M. Sins informed M. Bakutes that "Except
for the Thonpson and Cravens cases, neither Ken nor | entered
into any 'best of both worlds' settlenments, agreenents, or

under st andi ngs, oral or witten, formal or informal, with any
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t axpayer or taxpayer's representative in any Kersting project
case."

On or about June 11, 1992, M. Sanchez deci ded t hat
Messrs. Sinms and McWade should no | onger have any authority over
the Kersting cases. At that tinme, M. Bakutes reassigned all 14
test case dockets to M. Donbrowski, and all the nontest cases in
the Kersting project to M. ONeill. On June 12, 1992,
M. Sanchez informed M. Sinms that he had withdrawmn M. Sins'
del egation of authority to settle any matters relating to the
Kersting project, and that managenent of the Kersting project was
reassigned to M. Bakutes.

While M. Bakutes was carrying out his orders from
M. Sanchez, M. Jordan directed two senior attorneys in the Tax
Litigation Division in the National Ofice, Thomas J. Kane
(M. Kane), and Steven M MIller (M. Mller), to investigate the
Thonpson settl enment on behalf of the National Ofice.

Messrs. Kane and M Il er conducted in-house depositions and
i nterviewed various individuals who had participated in the test
case trial and the Thonpson settlenent. M. Bakutes directed
M . Donbrowski to provide information to aid Messrs. Kane and
MIler in their investigation.

E. Di scl osure of Cravens Settl enent

The Cravens case for the 1980 taxable year was the only test
case that required a conputation for entry of decision under Rule
155. The conputation was required in order to account for the

capital gain that the Cravenses had reported for 1980 on their
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surrender of their shares in Candace. An adjustnent was al so
required in order to elimnate respondent's alternative

determ nation that the Cravenses had unreported dividend i ncone
for 1980. The Cravens case was the only test case presenting

t hese two issues.

On January 14, 1992, M. MWade forwarded a deci sion
docunent for the 1980 tax year to the Cravenses for their
signature. The decision was fornul ated by reference to the Tax
Court's Decenber 11, 1991, opinion, as well as respondent's
conputation for entry of decision, together with a conputation
statenent expl ai ning how t he deci sion was reached. M. O Neil
prepared the aforenenti oned conputations. M. O Neill was not
aware at the tinme that M. MWade had entered into an agreenent
to settle the Cravens cases before trial. The conputation
st at enent acconpanyi ng respondent's conputation for entry of
deci sion indicates that the proposed decision was based upon a
conpl ete disallowance of the interest deductions listed in the
notice of deficiency issued to the Cravenses for 1980.

On January 30, 1992, the Cravenses signed the decision
docunents and returned themto M. MWade. On February 4, 1992,
M. MWade signed the sane docunents and submtted themto the
Court. On March 13, 1992, the Court entered decisions in the

Cravens cases as foll ows:
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Additions to Tax

Sec. Sec. Sec.
Year Defi ci ency 6653( a) 6653(a) (1) 6651(a)(1)
1979 $4, 508. 00 $225. 40
1980 5, 893. 45 294. 67

The decisions entered in the Cravens cases did not
give effect to the settlenent between M. Cravens and M. MWde.
M. Sins testified that he allowed the Court to enter decisions
in the Cravens cases for the full anmpbunt of the deficiencies as
conputed by reference to the Court's opinion after the trial of
the test cases because he intended to honor his agreenment with
the Cravenses by ensuring that a | ower assessnent woul d be
processed by the Appeals Ofice.

M. Sins spoke to M. Cravens about the difference between
the nunbers in his settlenment agreenent and the | arger nunbers in
the Rul e 155 conputation and the decision docunents. M. Sins
believed that M. Cravens understood that an assessnent
consistent with his settlenment would be made adm ni stratively.
However, when Messrs. Sins and McWade sent the Cravens cases to
the San Franci sco Appeals Ofice for closing and assessnent, they
did not request or instruct the Appeals Ofice to assess anounts
in accordance with the arrangenent reached with M. Cravens in
Decenber 1986.

Shortly after Messrs. Sanchez and Bakutes di scovered the
Thonpson settl enent, Messrs. Sinms and McWade di scl osed the

Cravens settlenent to them
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F. Respondent's Mdtions To Vacate

On June 9, 1992, respondent filed notions for leave to file
notion to vacate the decisions that the Court had entered agai nst
t he Thonpsons, the Cravenses, and M. Rina. Respondent's notions
i ncluded allegations that, before the trial of the test cases,
Messrs. McWade and Sins had entered into contingent settlenent
agreenents with the Thonpsons and the Cravenses that were not
di sclosed to the Court or to the other test case petitioners or
their counsel. Respondent requested the Court to conduct an
evidentiary hearing to determ ne whether the agreenents with the
Thonmpsons and Cravenses had affected the trial of the test cases
or the opinion of the Court.

On June 22, 1992, the Court granted respondent's notions to
vacate filed in the Thonpson and Cravens cases, vacated the
deci sions entered in those cases, and ordered the parties to file
agreed decisions with the Court, or otherw se nove as
appropriate. The Court denied respondent's request for an
evidentiary hearing. Also on June 22, 1992, the Court denied
respondent’'s notion to vacate the decision entered agai nst
M. Rina, stating:

The Court has reviewed the testinony of Cravens,

the testinony of Thonpson, the stipulated facts and

stipulated exhibits relating to the Cravenses and the

Thonpsons, and the exhibits offered through Thonpson as

a wtness. The Court finds that these reviewed itens

had no material effect on the opinion which the Court

filed on Decenmber 11, 1991, as that opinion relates to

petitioner Rina. |If the reviewed itens were stricken

fromthe record, the Court would file an opinion in al

mat erial respects |like the opinion it filed on
Decenber 11, 1991 (with the exception of certain
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portions relating specifically and expressly to the
Cravenses or the Thonpsons), and the Court's findings,
anal yses, and conclusions relating to petitioner Rina
woul d remain the sane. * * *

G Attenpted Discovery by Counsel for Nontest Case Petitioners

By letters dated June 24 and August 12, 1992, Messrs. Jones
and O Donnell jointly requested that M. Donbrowski provide
i nformal discovery regarding the Thonpson and Cravens
settlements. The earlier of the two letters included all egations
that M. Kersting wi thheld docunents fromthe test case
petitioners that woul d have described "an underlyi ng busi ness of
great substance" because M. Kersting feared that the information
woul d increase his personal tax liability. Respondent declined
to respond to the informal discovery requests and did not allow
Messrs. Jones and O Donnell to participate in any of the in-house
i nvestigations conducted by Messrs. Bakutes, Donbrowski, Kane,
and Ml ler.

H. Cl osi ng of Thonpson Cases/ Further Refunds

In July 1992, M. DeCastro filed a notion for entry of
decision in accordance with the terns of the Thonpson settl enent
set forth in M. DeCastro's letter to M. MWde dated August 3,
1989; i.e., deficiencies of zero, $15,000, and $15,000 for the
t axabl e years 1979, 1980, and 1981, respectively. On August 20,
1992, respondent filed objections, with respondent's Mtions for
Entry of Decision and respondent’'s Menoranda of Points and
Aut horities, to M. DeCastro's notion for entry of decision.

Respondent’'s Modtions for Entry of Decision described the facts
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di scovered by Messrs. MIller, Kane, and Donbrowski in their
i nvestigation of the Thonpson settlenent. Respondent all eged
t hat, sonetinme before the test case trial, Messrs. Sins and
McWade had agreed to settle the Thonpson cases by reducing the
Thonpsons' deficiencies in anpunts sufficient to conpensate the
Thonpsons for their projected attorney's fees. Respondent
all eged that this "New Agreenent"” was desi gned--and constituted
an agreenent by Messrs. Sins and McWade--to pay M. DeCastro's
| egal fees. Respondent alleged that the "New Agreenent" was
unaut hori zed and had no | egal basis. Consequently, respondent
asked the Court to enter decisions in the Thonpson cases
consistent with the initial MWde-DeCastro agreenent of Decenber
1986, which had all owed the Thonpsons a reduction of
approximately 19 percent of their deficiencies with the burnout
feature; i.e., deficiencies of zero, $34,425, and $30,000 for the
t axabl e years 1979, 1980, and 1981, respectively.

On August 26, 1992, the Court granted M. DeCastro's notions
for entry of decision and entered decisions in the Thonpson cases

as foll ows:

Year Defi ci ency Additions to Tax
1979 --- ---
1980 $15, 000 ---
1981 15, 000 ---

In January 1993, respondent entered assessnents agai nst the
Thonpsons for the taxable years 1979, 1980, and 1981 based upon
the decisions entered by the Court in August 1992. Shortly

t hereafter, the Thonpsons received a refund check for $32, 225,
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dated February 19, 1993, which the Thonpsons endorsed to DeCastro
Law Cor p
The refund of $32,225 to the Thonpsons was based upon the
conclusion that, as of Decenber 30, 1986, when the Thonpsons
first remtted a total of $59,545 as interest paynments for the
years 1979, 1980, and 1981, the Thonpsons' total tax liability
for those years, as reflected in the Court's decisions entered
on August 26, 1992, was approxi mately $57, 500--conprising $30, 000
in tax and $27,500 in interest. Accordingly, the Thonpsons
Decenmber 1986 remttance of $59,545 resulted in an overpaynent
of approximately $2,045. |In addition to this overpaynent, on
June 17, 1987, the Thonpsons had made an additional paynent of
$62, 225 towards their tax liability for 1979. The $32, 225 refund
paid to the Thonpsons on February 19, 1993, represents the
di fference between the Thonpsons' $62, 225 paynent and the $30, 000
refund that the Thonpsons had previously received in July 1989.
Fol l owi ng the recei pt of the $32,225 refund, M. DeCastro
wote to M. Donbrowski to conplain that respondent had erred in
conputing the anmount of the Thonpsons' overpaynent. After
review of the matter, M. Donbrowski prepared a nenorandumto
M. Bakutes dated Septenber 17, 1993, requesting approval to
process an additional refund to the Thonpsons of approxi mately
$32,000. M. Donmbrowski stated that, in calculating the prior
refund of $32, 225, respondent had erroneously treated the $62, 225
paynment that the Thonpsons made in June 1987 as a cash bond

rat her than an advance paynment of tax. View ng the $62,225
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paynment as an advance paynent of tax, M. Donbrowski concl uded
that the Thonpsons were entitled to interest on the resulting
over paynent .

M . Bakutes approved M. Donbrowski's request. Shortly
thereafter, M. Donbrowski requested the Fresno Appeals Ofice to
adj ust the Thonpsons' account, resulting in the Thonpsons'
receipt of a third refund check, dated October 22, 1993, for
$32, 116. 68.

I n Novenber 1993, the Thonpsons received a fourth refund
check for $4,107.93 with respect to their overpaynment for the
t axabl e years 1979, 1980, and 1981. Presumably this check
reflected a refund of the overpaynment of approximately $2, 045
(with interest) that arose fromthe Thonpsons' Decenber 1986
payment of $59, 545.

In sum the Thonpsons were refunded $98, 449. 61 of the
$121,770 that they paid for the taxable years 1979, 1980, and
1981. O the $98,449.61 in refunds, the Thonpsons assi gned
$62, 225 to DeCastro Law Corp.

As nmentioned supra note 2, the Court of Appeals for the
Ninth Crcuit held that the Thonpson deci sions becane final
pursuant to section 7481(a)(1l), despite the attenpts by Messrs.
Sticht and |zen to appeal those decisions on behalf of nontest

case petitioners who sought to intervene.
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d osing of Cravens Cases

On July 1, 1992, M. Donbrowski wote to the Cravenses
encl osi ng docunents that were intended to enable themto
determ ne the proper decisions to be entered in their cases.
M. Donbrowski stated that, upon receipt of the Cravenses'
response, he would coordinate the matter with M. Bakutes to
determ ne the terns of agreed decisions that respondent woul d be
willing to submt to the Tax Court. On July 3, 1992, M. Cravens
responded to M. Donbrowski's letter with a witten chronol ogy of
the events leading to the settlenent of his cases in Decenber
1986.

On August 25, 1992, the Court entered agreed decisions in
the Cravens cases consistent wth the proposed deci sions that
M. MWade forwarded to the Cravenses in Decenber 1988. The
deci sions provide that the Cravenses are liable for deficiencies
for the taxable years 1979 and 1980 in the anmounts of $3, 606. 40
and $6, 175.76, respectively, and that the Cravenses are not
liable for any additions to tax. The decision for 1979 incl udes
a stipulation that the agreed deficiency does not take into
account advance paynents in the anmounts of $4,508 and $6, 000 t hat
the Cravenses made in May 1983 and Decenber 1986, respectively.
The decision for 1980 includes a stipulation that the agreed
deficiency does not take into account an advance paynment in the
amount of $4,678.67 that the Cravenses nmade in Decenmber 1986.

On Cct ober 26, 1992, the Regional Director of Appeals for

the Western Region wote a nenorandumto the San Franci sco
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Appeal s Ofice requesting that the Cravens cases be closed in
accordance wth special closing instructions. The intent of
these instructions as stated in the nmenorandum was "to cause the
taxpayers' 1979 and 1980 accounts to zero out with no further
anounts due." This was to be acconplished by adjusting the
interest that would otherw se have becone due on the assessnents
made in accordance with the stipul ated decision previously
entered by the Tax Court on August 25, 1992. The nmenorandum
expl ai ned the proposed interest adjustnent as foll ows:
The anount of interest being assessed has been

adj ust ed because the decision docunent tendered to

petitioners and subsequently filed with the Court in

settlement of this case did not conport with District

Counsel 's 1986 settlenent offer. The settlenent offer

provided that the first year deficiency would be

shifted to the second year. Accordingly, there would

have been no deficiency for 1979 and the deficiency for

1980 woul d have been increased to $9, 782 ($3,606 +

$6,176). The anpbunt of interest being assessed has

been adj usted because this provision was not included

in the decision docunents and because the deci sion

docunents in this case were not pronptly prepared and

filed with the Tax Court in Decenber 1986 when the case

was settled. The balance of the adjustnent relates to

conputational errors in District Counsel's original

conput ation of the anobunts due.
The authority stated in the nenorandum for reducing the anmounts
due fromthe Cravenses was section 6404(a)(1), relating to
excessi ve assessnents, and section 6404(e)(1), relating to
abat enent of interest.

As mentioned supra note 2, the Court of Appeals for the
Ninth Crcuit held that the Cravens deci sions becane fi nal

pursuant to section 7481(a)(1l), despite the attenpts by Messrs.
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Sticht and |zen to appeal those decisions on behalf of Kersting
proj ect nontest case petitioners who sought to intervene.
PROCEDURAL HI STORY OF EVI DENTI ARY HEARI NG

| . Devel opnents Before Evidentiary Hearing

A Referral of Thonpson and Cravens Settlenents to Ofice of
| nspect or Gener al

When M. Sanchez | earned of the Thonpson and Cravens
settlenments, he decided to refer the matters to the Depart nent
of the Treasury, Ofice of the Inspector General (the OG.% On
June 30, 1992, Robert J. WIson (M. WIson), Special Litigation
Assi stant, GCeneral Legal Services, Wstern Region, made a witten
referral to the OG In the referral, M. WIson alleged that
Messrs. Sinms and McWade had entered into undi scl osed, contingent
settlements with the Thonpsons and the Cravenses. The referral
further alleged that the Thonpsons' deficiencies had been reduced
to pay their attorney's fees. M. WIlson's referral further
al l eged that Messrs. Sins and McWade had grossly viol ated
procedures, and that M. MWde m ght have made fal se statenents.
M. WIson served as the |iaison between the Western
Regi onal Counsel's Ofice and the OG M. Sanchez believed that

the Region's referral to the O G ended his investigatory

% The O fice of the Inspector General (Dept. of the
Treasury) was established under the Inspector Ceneral Act
Amendnents of 1988, Pub. L. 100-504, 102 Stat. 2515, codified as
anended at 5 U.S.C. app. at 1381 (1994). The Inspector General's
duties include the conduct, supervision, and coordi nation of
audits and investigations to prevent and/or detect fraud and
abuse in the Treasury Departnent and the reporting of possible
crimnal violations to the Attorney General.
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authority over the matter and that his only renaining
responsibility was to assist the OGwth its investigation.

Upon recei pt of the referral, O G assi gned Seni or Specia
Agent Leland D. Halleck (M. Halleck) to investigate the matter.
M. Sanchez directed M. Donbrowski to provide M. Halleck with
all docunents in respondent's possession that M. Halleck m ght
request and to answer M. Halleck's questions. As part of his
i nvestigation, M. Halleck considered whether there had been any
bribery in violation of 18 U . S.C. section 201. A violation of
this section had not been included in the Internal Revenue
Service referral but was added by the OG M. Halleck was not
restricted frominvestigating any other possible violations
relating to the Thonpson and Cravens settlenents.

M. Halleck interviewed Messrs. Sins and McVWade in Cctober
1992. Messrs. Sins and Mc\Wade told M. Halleck that they would
not allow any of the Kersting test case petitioners to settle
because: (1) They did not want the test case litigation

del ayed; ®® (2) they would have had to find replacement cases with

66 As indicated supra pp. 41-42, renoval of the Thonpson
and Cravens cases fromthe test case array in January 1987 woul d
not necessarily have caused a delay in the trial of the test
cases insofar as the Kersting prograns in which the Thonpsons and
Cravenses had participated during the years in issue were before
the Court in other test cases. On the other hand, renoval of the
Cravens cases m ght have caused the remaining test case
petitioners to argue that the Cravens cases should be repl aced
because M. Cravens was the only test case petitioner to report
capital gains upon the termnation of his Kersting program In
any event, the nearly 2-year delay in the trial of the test cases
after Chicoine and Hallett were allowed to file anendnents to
petitions raising evidentiary issues provided anple tinme for

(conti nued. . .)
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simlar characteristics; and (3) they were concerned about the
possi bl e effect on the other Kersting project cases. The AOG
report includes M. Sins' affidavit, executed October 29, 1992,
whi ch states that it was his recollection that the final version
of the Thonpson settl enent agreenent was agreed to before the
trial of the test cases. M. Sins' affidavit also includes the
followng statenment: "I can recall nunerous discussions with
McWAade concerning our own trial strategy as well as discussions
concerning the anticipated strategies of both |Izen and DeCastro,
but no di scussi ons what soever concerning any ‘settlenent’.”

On Decenber 9, 1992, the O G report prepared by M. Hall eck
was conpleted. The O G report concluded that Messrs. Sins and
McWade had: (1) Agreed to special arrangenents with the
Thonpsons and the Cravenses; and (2) provided a speci al
arrangenent for the Thonpsons designed to conpensate them for
their attorney's fees. M. Halleck concluded that Messrs. Sins
and McWade had not benefited financially or otherw se by agreeing
to the special arrangenents.

In M. Halleck's opinion, Messrs. Sins' and McWade's
agreenent to arrange a refund to be used to pay the Thonpsons
|l egal fees violated 31 C.F.R section 0.735.30(a)(5) (nmaking a

deci sion outside of official channels).

(... conti nued)
Messrs. Sinms and McWade to discl ose the Thonmpson and Cravens
settlenments to the Court and to reach agreenent with test case
petitioners' counsel for selection of replacenent cases.
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B. Revi val of 7-Percent Settlenent Ofer

In January 1993, M. O Neill notified all known Kersting
nont est case petitioners that the Comm ssioner would settle their
cases on a basis "consistent with the original project settlenent
of fer that was extended to Kersting investors before the trial
of the test cases": A 7-percent reduction of the deficiency,
elimnation of all additions to tax, and interest inposed at the
normal rate prescribed in section 6621; the burnout feature was
not provided for. The settlenent offer, which was extended for
only 60 days, was accepted by a few Kersting petitioners.

C. Di sciplinary Actions

On July 29, 1993, M. Sanchez sent Notices of Proposed
Disciplinary Action to Messrs. Sins and McWade. The noti ces
asserted that Messrs. Sins and McWade had vi ol at ed:

(1) Departnment of the Treasury M nimum Standards of Conduct,
section 0.735-30(a)(2) (an enpl oyee shall avoid any action which
m ght result in or create the appearance of giving preferenti al
treatnent to any person); (2) Departnment of the Treasury M ninmum
St andards of Conduct, section 0.735-30(a)(6) (an enpl oyee shal
avoid any action that m ght adversely affect the confidence of
the public in the integrity of the Governnent); and (3) Internal
Revenue Service Rule of Conduct 214.5 (an enployee will not
intentionally make fal se or m sleading verbal or witten
statenments in matters of official interest). The notices
proposed to suspend both Messrs. Sinms and McWade for 14 cal endar

days wi t hout pay.
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M. Sanchez' Notices of Proposed Disciplinary Action to
Messrs. Sinms and McWade |isted the follow ng reasons for the
proposed disciplinary actions: (1) Negotiating an unauthorized
settl enment agreenent with the Thonpsons; (2) basing the Thonpson
settl enment on unaudited and insufficiently docunented | osses from
an unrel ated shelter; (3) allow ng the Thonpsons a settl enent
that provided them nore favorable treatnent than other taxpayers;
(4) conpensating the Thonpsons for their attorney's fees; and (5)
not informng the Tax Court of the Thonpson settl enent
arrangenents.

M. Sinms responded in witing to M. Sanchez on
Septenber 14, 1993. Nonetheless, M. Sanchez sustained the
Noti ce of Proposed Disciplinary Action issued to M. Sins.

M. MWde retired fromthe Internal Revenue Service
effective Cctober 2, 1993, rather than accept a transfer to the
Los Angeles District Counsel O fice. On Novenber 2, 1993,

M. Jordan approved M. Sanchez' proposed disciplinary action.
M. Sins was suspended fromduty w thout pay for 14 days and was
transferred to the San Franci sco Regi onal Counsel Ofice, where
he was assi gned nonsupervisory duties as a Special Litigation
Assistant in the General Litigation area.

D. | ndi ctnent _of M. |zen

On May 3, 1995, followi ng an investigation by the Crim nal
| nvestigation D vision of the Internal Revenue Service, a Federal
grand jury indicted M. lzen on four counts of conspiracy and

noney | aundering under 18 U.S.C. sections 371 and 1956(a)(3)(A)
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and (B). Approximately 1 year later, in May 1996, shortly before
commencenent of the evidentiary hearing, the indictnment was
dismssed. M. lzen testified at the commencenent of the
evidentiary hearing that the indictnment had been a distraction
that made it difficult for himto prepare for the evidentiary
hearing, but that he had participated in discovery and was ready
to go forward and participate in the evidentiary hearing on
behal f of the test case petitioners.

E. Pretrial Conference (July 1995)

On July 17, 1995, the Court held a pretrial conference on
the record for the purpose of addressing various issues,
i ncludi ng the scheduling of the evidentiary hearing,
identification of the parties who would participate in the
evidentiary hearing, and scheduling of discovery. The Court also
commented at the conference that the Thonpson and Cravens
settl enments appeared to share sone characteristics with so-called
Mary Carter agreenents.

Respondent was represented at the conference by M. O Neil
and M. Donbrowski. During the conference, M. O Neill
guesti oned whether M. Izen should be disqualified as counsel
because he woul d probably be called as a witness at the
evidentiary hearing. During the conference, the Court questioned

whet her M. Donbrowski shoul d represent respondent at the
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evidentiary hearing, in view of his participation as counsel in
the trial of the test cases.®

F. Pretrial Conference (January 1996)

On January 16, 1996, the Court held a second pretrial
conference on the record to obtain oral status reports fromthe
parties respecting discovery and the stipulation process, to
establish the format for the evidentiary hearing, and to di scuss
possi bl e conflicts of interest affecting counsel.®®
Specifically, the Court and the parties di scussed possible
conflicts of interest of M. lzen and M. DeCastro.

G Deni al of Respondent's Mdtion To Disqualify M. |zen

On February 12, 1996, respondent filed a notion to
disqualify M. lzen as counsel on the ground that he would be a
necessary witness at the evidentiary hearing.® By order dated
April 1, 1996, the Court noted that, because M. lzen was likely
to testify at the evidentiary hearing, M. lzen's testinony m ght
in some sense prove to be adverse to the interests of his

clients. Wth these concerns in mnd, and relying on ABA Mdel

67 While both Messrs. Donmbrowski and O Neill testified at
the evidentiary hearing, neither of them served as respondent's
counsel at the evidentiary hearing.

68 By order dated May 2, 1996, the Court indicated that it
woul d defer ruling on the assignnent of the burden of proof and
the standard of proof to be applied in these cases.
Neverthel ess, the Court established a procedure for the orderly
presentation of evidence at the evidentiary hearing.

9 On Cct. 4, 1995, respondent had filed a notion to
disqualify M. lzen as counsel on simlar grounds. By order
dated Cct. 17, 1995, the Court had denied respondent’'s notion
wi t hout prejudice to renew pending the conpletion of discovery.
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Rul es of Professional Conduct rules 1.7(b) and 3.7(a), the Court
directed M. lzen to contact each of his clients in witing and
to informthemof the potential for a conflict of interest and to
file a report with the Court revealing whether his clients
consented to his remaining as counsel.” On April 22, 1996, M.
lzen filed a report with the Court, attaching thereto a copy of a
letter that he had witten to each of his clients describing the
possi bl e conflict of interest along with executed waivers signed
by his clients consenting to his continued representation of them
at the evidentiary hearing. By order dated April 23, 1996, the
Court denied respondent's notion to disqualify M. lzen, citing
the consents of his clients to his continued representation of
them and the financial hardship that his disqualification would

i npose on them |In so doing, the Court rejected the suggestions
of Messrs. Sticht and Jones that M. |zen should associate
hinself wth additional counsel for the conduct of the

evi denti ary heari ng.

©  ABA Model Rul es of Professional Conduct rule 1.7(b)
states in pertinent part that a | awyer shall not represent a
client if the representation may be materially limted by the
| awyer's own interests unless that | awer reasonably believes the
representation will not be adversely affected and the client
consents after consultation. ABA Mdel Rules of Professional
Conduct rule 3.7(a) states in pertinent part that a | awer
generally shall not act as advocate at a trial in which the
lawer is likely to be a necessary witness. See Ew ng v.
Comm ssioner, 91 T.C. 396, 397 n.2 (1988), affd. wthout
publ i shed opinion 940 F.2d 1534 (9th G r. 1991); Para Techs.
Trust v. Conm ssioner, T.C. Menp. 1992-575.
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H. M. DeCastro's Wthdrawal

By order dated April 3, 1996, the Court directed
M. DeCastro to show cause why he should not be disqualified from
serving as counsel or otherw se representing the Thonpsons at the
evidentiary hearing.’ On April 10, 1996, the Court received a
letter fromM. DeCastro stating that he had w thdrawn his
representation of the Thonpsons and that they would retain
substitute counsel to represent themat the evidentiary hearing.
By order dated April 11, 1996, the Court discharged as noot its
order to show cause dated April 3, 1996. M. Huestis entered his
appearance on behal f of the Thonpsons at the evidentiary hearing.

| . Di scovery of Al exander Decisions and Referral to Ofice of
| nspect or Gener al

Shortly before comrencenent of the evidentiary hearing, the
parti es discovered that decisions had been entered in the
Al exander cases elimnating their deficiencies for 1974, 1975,
1976, and 1977.72 On May 10, 1996, Martha Sullivan
(Ms. Sullivan), successor to M. Sanchez as Regi onal Counsel,
Western Region, referred the matter to the OG The referra

guesti oned whet her the Al exanders had received a benefici al

" Again, the Court relied primarily upon ABA Mdel Rul es
of Professional Conduct rules 1.7(b) and 3.7(a) as the bases for
its order.

2 |t appears that the Al exander correspondence that had
been attached to M. MWade's notion to take M. Kersting's
deposition, filed in the test cases on Aug. 25, 1988, piqued
M. Sticht's curiosity and led himto request discovery of the
Al exander files of the Internal Revenue Service for the taxable
years 1974-77
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resolution of their tax cases that was inconsistent with the
settlenments offered to other Kersting program participants.

Ms. Sullivan's referral to the O G was assigned to
M. Halleck. On July 29, 1996, the O G infornmed Ms. Sullivan
that the O G would take no further action. The stated grounds
were the expiration of the period of limtations for crimnal
prosecution of any acts of wongdoi ng by Messrs. Sins and McWade
and the O G s prior investigation and report.

J. M. lzen's Mdtion To Conmpel Production of Docunents and
| ssuance of Protective Oders

On April 26, 1996, the Court granted M. |zen leave to file
a Motion to Conpel Answers to Deposition Questions and Production
of Docunents.”™ M. |zen argued that the Court should rule that
the crime-fraud exception to the attorney-client privilege
applies to these cases and that various w tnesses, including
Messrs. Thonpson, DeCastro, Sins, MWade, and a nunber of
addi ti onal Governnment attorneys, were barred from asserting
the attorney-client privilege in response to outstanding
di scovery requests.’ The Court initially ordered respondent,

M. Thonpson, and M. DeCastro to file responses to M. lzen's

* Leave to file the nmotion to conpel was necessary insofar
as the notion was filed beyond the Mar. 29, 1996, deadline for
conpl eting discovery as set forth in the Court's order dated
Sept. 14, 1995, as amended by order dated Dec. 28, 1995.

" The docunments that the Governnment declined to produce
were listed in a privilege |log and suppl enental privilege |og
that were attached to M. Sticht's Supplenent to Petitioners
Motion for Court Order Permtting Departnent of Treasury to
Di scl ose Informati on Pursuant to Privacy Act and Response to
bj ections to Notice of Deposition filed Apr. 8, 1996.
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nmotion attaching thereto any docunents alleged to be privil eged
for in camera inspection. However, on My 6, 1996, M. Sticht
filed an objection to M. lzen's notion, arguing that it would be
i nappropriate and potentially harnful to petitioners' cases for
the Court to review respondent's docunents before the evidentiary
hearing, and that M. lzen's notion violated a private agreenent
bet ween Messrs. lzen and Sticht concerning discovery matters.

M. Sticht further stated that he could not support M. |lzen's
notion insofar as it pertained to Messrs. Thonpson, DeCastro, and
Huestis, without a privilege | og describing the docunents in

di sput e.

On May 6, 1996, the Court issued an order anending its prior
order directing respondent, M. Thonpson, and M. DeCastro to
submt docunents to the Court for in canera inspection. On
May 9, 1996, the Court issued an order directing Messrs. DeCastro
and Huestis to appear at the call of the cal endar at the
commencenent of the evidentiary hearing and file with the Court
witten responses to M. lzen's notion to conpel and privilege
| ogs describing any disputed docunments. Messrs. DeCastro
and Huestis conplied with the Court's order. In addition,

M. Huestis filed notions to quash trial subpoenas duces tecum
that M. Sticht had served on Messrs. Thonpson and Huesti s.

On May 15, 1996, pursuant to the Court's directive and in
response to trial subpoenas duces tecumthat M. Sticht had
served on M. Huestis and M. Thonpson, M. Huestis filed a

response, attaching thereto a privilege log. On May 17, 1996,
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M. Huestis filed a supplenental privilege log. On May 24, 1996,
followng an in canmera review of the docunents that M. Huestis
clainmed were privileged, the Court ruled that the magjority of the
docunents in question were not protected fromdisclosure. In
response to the Court's ruling, M. Huestis made an oral notion
for a protective order on behalf of M. Thonpson requesting that
the parties maintain the confidentiality of all docunents
identified in M. Huestis' privilege logs. On June 10, 1996, the
Court issued an order granting M. Huestis' oral notion for
protective order. |In particular, the Court placed under sea

Exhi bits 943- AMD t hr ough 975- ANJ, 978-ANM and 979- ANN, and
directed the parties to maintain the confidentiality of the
docunents. By order dated June 26, 1996, the Court placed
addi ti onal exhibits under seal, including Exhibits 995- ANO

t hrough 1015-A0 and 1018. The Court's order al so placed under
seal a relevance nenorandumfiled by M. Sticht on June 24, 1996.
The Court indicated that the affected parties would be given
notice and an opportunity to respond before the Court lifted its
protective orders with respect to these docunents. ’®

K. Burden of Proof and Rule 145 Order

By order dated May 2, 1996, the Court announced that it

woul d defer ruling on assignnment of the burden of proof and

S By order dated Aug. 27, 1998, the Court directed the
parties to file reports with the Court stating in detail any
objection to the lifting of the Court's protective orders. As
di scussed in greater detail below, the Court wll lift its
protective orders dated June 10 and 26, 1996



- 174 -

standard of proof to be applied with respect to the evidentiary
hearing. Nevertheless, the Court prescribed a structure for the
orderly presentation of wtnesses at the evidentiary hearing. In
particul ar, consistent with the Court's view that respondent was
in the best position in the first instance to present the Court
with the facts critical to an understanding of the m sconduct of
respondent’'s attorneys in the trial of the test cases, the Court
directed that respondent's case would be put on first.
Respondent's witnesses were to be called to testify in turn,
subjected to direct exam nation by respondent, and then passed to
M. Sticht, M. lzen, and M. Jones, respectively, for additional
direct or cross-exanm nation.’® Follow ng the exam nation of
respondent's witnesses, M. Sticht's remaining wtnesses woul d be
called to testify in turn, subjected to direct exam nation by
M. Sticht, and then passed to respondent, M. |zen, and
M. Jones, respectively, for additional direct or cross-
exam nation. This process would be repeated for M. |lzen's and
M. Jones' W tnesses.

In the sanme order, the Court invoked Rule 145, which
provides that, on the Court's own notion, the Court may order

W t nesses excluded fromthe courtroomso that they cannot hear

®  Because each of the parties |listed many of the sane
witnesses in their trial nmenoranda, the Court ruled that those
W t nesses woul d be subjected to direct exam nation by each
party’s counsel who had listed the witness in his trial
menor andum regardl ess of the order in which the witness was
passed to the party.
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the testinony of other witnesses.’”” The Court further directed
that any wtness testifying at the evidentiary hearing woul d be
precl uded from di scussing his or her testinony with any other

W tness or providing any other witness with a transcript of his
testi nony.

1. The Evidentiary Hearing

The evidentiary hearing in these cases was conducted in
Los Angeles on May 13 to 30, 1996, June 10 to 26, 1996, and
August 18, 1997. The Court heard testinony from 29 w tnesses
during the evidentiary hearing and recei ved approxi mately 500
exhibits. The transcripts of the proceedi ngs consist of nore
than 6, 700 pages. In addition, between May 13, 1996, and
Cct ober 6, 1997, the parties filed wwth the Court a stipulation
of facts and first through sixth supplenmental stipulations of

facts.

" Rule 145(a) is designed to prevent wi tnesses from
tailoring their testinony to that of prior witnesses and to
mnimze altered testinony. See Thonpson v. Conm ssioner, 92
T.C. 486, 494 (1989).
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A. Test i nony’®
1. M. Cravens

M. Cravens appeared at the evidentiary hearing and
confirmed and expressly adopted every aspect of his prior
testinmony at the Dixon Il trial. M. Cravens testified that he
did not intend to have a secret settlenent, that he did not
change his testinony at the original trial even though he had
settled his case, that he would not have "sold out" the other
pilots for noney or a greater settlenent offer, and that he had
no disputes with M. Kersting when he testified at the origina
trial. M. Cravens testified that his testinony at the trial of
the test cases was inconplete insofar as he had failed to testify
that he believed that the prom ssory notes that he had signed
were valid and enforceabl e.

M. Cravens testified that he did not keep the fact that he
had settled his case a secret before the trial of the test cases.

He di scussed his settlenment with M. Kersting several tines

®  The follow ng sunmaries of the testinmony of various
W tnesses at the evidentiary hearing are provided for the sake of
conveni ence and are not part of the Court's findings of fact.
Al so, these summaries do not cover the testinony of all w tnesses
who testified at the evidentiary hearing.

On the basis of our observations at trial and our review
of the record, we conclude that the testinony of Messrs. Sins
and McWade | acks credibility, particularly their testinony
regardi ng the reasons for and circunstances surroundi ng the
Thonpson and Cravens settlenments and the Al exander understandi ng.
M. Al exander's testinony |lacks credibility because of its
evasi veness, particularly his m sl eading response at the original
trial concerning his understanding with M. MWAde regardi ng
reduction of the Al exanders' tax liabilities. See supra note 58.
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before the trial. M. Kersting was concerned that M. Cravens'
settlenment would affect his testinmony. M. Cravens told

M. DeCastro that he was representing hinself at the trial
because he had settled and did not need to incur the |egal
expense. M. Cravens was uncertain whether he informed M. |zen
of his settlenent.

M. Cravens understood that he would testify at the trial of
the test cases "that | sold the stock and received a profit off
the stock, and * * * that | paid taxes on the sale of the stock."
These are the two reasons he recalls being selected as a test
case by M. Seery. M. Cravens assured M. Kersting that he was
going to testify truthfully regardl ess of his settlenent.

Between the tinme of his Decenber 1986 settlenent and the
trial of the test cases in January 1989, M. Cravens received
"reanms of docunents" relating to the trial that he paid no
attention to and did not question. Before the trial of the test
cases, M. Cravens did not know the identities of the remaining
test case petitioners. M. Cravens had never net any of the
other test case petitioners, and he never participated in any
joint strategy sessions to prepare for trial. M. Cravens did
not understand the difference between being a wtness and
allow ng his case to serve as a test case.

Upon his arrival in Hawaii, M. Cravens met M. MWde in
person for the first time. Until M. Cravens arrived at the
trial, he was not sure of his exact role in the process, although

he believed that his testinony would be very inportant to the
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outcone. M. Cravens becane surprised and suspi ci ous when
M. MWade told himthat he would receive a refund of the noney
he had paid pursuant to his settlenent if the petitioners in test
cases prevailed at trial. M. Cravens was not prepared for this
"change" in his settlenment. M. Cravens asked M. MWde about
t he change, but did not get a satisfactory answer. M. Cravens
had the inpression that M. MWde did not want to discuss the
subject. M. Cravens denied that he had an added incentive to
testify at the trial because he was told he could get his noney
back if the taxpayers won. He thought that all he could do was
testify truthfully to the matters that had caused his case to be
selected as a test case.

M. Cravens recalled that M. DeCastro's denmeanor outside
the courtroomwas "very anti-taxpayer * * * at |east Kersting
t axpayers.” M. Cravens had lunch with M. MWade and a group of
ot her persons before testifying at the trial of the test cases.
The group did not discuss M. Cravens' testinony during |unch.
After lunch, M. MWde informed M. Cravens that he woul d have
to make a statenment to the Court because he was not represented
by an attorney who could ask himquestions. M. MWde did not
tell M. Cravens what to say in his statenent to the Court, or
how to respond to M. MWde' s questi ons.

2. M. Thonpson

M . Thonpson appeared at the evidentiary hearing and
testified that he retained M. DeCastro to negotiate a settl enent

in his tax cases and that it was his understanding in Decenber



- 179 -

1986 that his cases were settled for a fixed anount although he
woul d receive a refund if the test case petitioners prevailed at
trial. M. Thonpson further testified that, by virtue of his
settlenment, he had informed M. DeCastro that he would not pay
attorney's fees for representation at the trial of the test
cases.

M. Thonpson testified that the testinony that he provided
at the trial of the test cases was conpletely truthful, that his
testi nony was not coached by either M. DeCastro or M. MWde,
and that he wanted to testify in part to influence M. Kersting
to withdraw his threats. M. Thonpson testified that the $80, 000
Bauspar | oss that he nentioned in his testinony at the trial of
the test cases was not an out-of-pocket |oss but the | oss of the
returns he expected as a result of his participation in the
Bauspar program

3. M . Al exander

M . Al exander appeared at the evidentiary hearing only after
M. Sticht nmade several unsuccessful attenpts to serve himwth a
subpoena. M. Alexander's credibility as a witness at the
evidentiary hearing was severely inpaired by his evasive
testinmony and total l|ack of recall of the circunstances that |ed
to the decisions elimnating his tax liabilities for 1974, 1975,
1976, and 1977. M. Al exander testified that he did not receive
a "finder's fee" for the information or assistance that he
provided to M. MWade during the trial of the test cases, nor

woul d he admt that he had arrived at an understanding wth
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M. MWade for any reduction of the tax liabilities on his joint
returns for the years 1974, 1975, 1976, and 1977.

4. M. MWide

M. MWade appeared at the evidentiary hearing and testified
that, when settlenent discussions first arose in the Thonpson
and Cravens cases, he believed he had a problemw th conflicting
Governnment policies. |In particular, M. MWde testified that
whil e he was obliged by Internal Revenue Service policy to treat
simlarly situated taxpayers alike, the Internal Revenue Service
al so had a policy against settling test cases.’” M. MWde did
not confer with anyone in the National Ofice or the Regional
Counsel's office regarding resolution of the conflict that he
perceived; M. Sinms was the only person with whom M. MWade
di scussed the alleged conflicting policies. M. MWde did not
feel any obligation to coordinate the Thonpson settl enent
arrangenment with the National Ofice or Regional Counsel because
he had di scussed the arrangenents with M. Sins.

M. MWade testified that the Thonpson settlenent was
revised in the sumrer of 1989 in order to di spose of the Bauspar
i ssue. M. MWade denied that the Thonpson settl ement was
revised to provide a neans for the Thonpsons to pay

M. DeCastro's attorney's fees.

® Contrary to M. MWade's testinony, we found that the
I nternal Revenue Service did not maintain a policy prohibiting
the settlenent of a test case. See supra p. 76.
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M. MWde initially testified that he infornmed Messrs.
Donmbr owski and Hatfield about the Thonpson and Cravens settl enment
agreenents before the trial of the test cases. However,

M. MWde |ater testified that he may have not infornmed Messrs.
Donmbrowski and Hatfield of the agreenents. M. MWde testified
that he had no recollection that he had informed M. O Neill
about the Thonpson and Cravens settl enent agreenents. #

M. MWade denied offering M. Al exander any inducenents to
ei ther cooperate with the Governnent or testify at the trial of
the test cases. M. MWde acknow edged that M. Al exander
provi ded assistance to himin understanding certain aspects of
the Kersting prograns during the trial of the test cases.
M. MWade did not provide the Court with any credible
expl anation or justification of the decisions entered in the
Al exander cases for the taxable years 1974 through 1977, which
conpletely wi ped out the deficiencies previously determ ned on
the statutory notices. 8

M. MWade denied that M. DeCastro passed infornation to

himregarding M. lzen's trial strategy or that M. DeCastro

80 Messrs. Donbrowski, Hatfield, and O Neill denied having
any know edge of the Thonpson and Cravens settlenments before
their discovery in 1992.

8 Contrary to the Court's Dixon Il opinion, the decisions
in the Al exander cases for 1974 and 1975 refl ected overpaynents
of $2,133 and $811, respectively, while the decisions in the
Al exander cases for 1976 and 1977 reflected no deficiencies. See

supra pp. 112-115.
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otherwi se acted as a "nole" or "plant" for respondent with
respect to the Kersting test cases.

5. M. Sins

M. Sins testified that he approved the Thonpson and Cravens
settlenments with the understanding that he would do his best to
process the proposed decisions but that he did not guarantee the
outcone. M. Sins testified that M. MWade's letters to
M. DeCastro stating that the decisions would be filed with the
Court later indicate that M. MWde m sunderstood M. Sins'
intentions. M. Sinms further testified that decisions could not
be entered in the Thonpson and Cravens cases before the trial
of the test cases out of concern that taxpayers who had signed
pi ggyback agreenments would argue that they were entitled to
simlar settlenments. M. Sinms characterized as an oversight his
approval of M. MWde's decision to forward deci si on docunents
to the Cravenses for their signature 1 nonth before trial of the
t est cases.

Wth regard to the Thonpson settlenent, M. Sins testified
that he felt it was inportant to keep M. DeCastro in the case
because, unlike M. lzen, M. DeCastro was not being paid by
M. Kersting. However, M. Sins testified that he was aware, as
early as Decenber 1986, that M. DeCastro did not believe that
Kersting interest deductions could be defended in court.

M. Sins further testified that he felt synpathy for M. Thonpson
because of M. Kersting's threats and that he suggested that

M . Thonpson's participation in the Bauspar program could be used
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to offset or reduce the Thonpsons' tax liability. M. Sinms was
unable to confirmthat he reviewed M. Thonpson's Bauspar records
as a basis for revising the Thonpson settl enent agreenent.
M. Sinms testified that he and M. MWade had reached an
agreenent in principle with M. DeCastro before the trial of the
test cases to further reduce the Thonpsons' tax liabilities.

M. Sins testified that he did not know the basis upon which
t he Al exander cases were settled and that he never discussed the
settlements with either M. MWade or M. Al exander.

M. Sinms denied that M. DeCastro passed information to the
Governnment regarding M. lzen's trial strategy or that
M. DeCastro otherw se acted as a "nole" or "plant" for
respondent with respect to the Kersting test cases.

6. M. DeCastro

M. DeCastro testified that the settlenment agreenent that he
negotiated wwth M. MWde assured the Thonpsons of the better of
the pretrial settlenment or the outconme in the trial of the test
cases and that the agreenent was not contingent on M. Sins' best
efforts.

M. DeCastro testified that the final revision to the
Thonpson settl ement was agreed to before the trial of the test
cases, that the revision was nmade to account for the attorney's
fees that M. Thonpson would incur in the trial of the test
cases, and that M. Thonpson's participation in the Bauspar

program was not the basis for the revision.
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M. DeCastro testified that M. MWde consi dered vari ous
el ements in negotiating settlenents in Kersting cases, including
the level of the taxpayer's participation in the Kersting
prograns and whet her the taxpayer had escaped liability in other
years by virtue of the expiration of the period of limtations.

M. DeCastro denied passing any information to
Messrs. McWade or Sins regarding M. lzen's trial strategy or
that he otherwi se acted as a "nole" or "plant" for respondent
with respect to the Kersting test cases.

7. M. lzen

M. lzen was the first witness to testify at the evidentiary
heari ng.

M. lzen testified that he had several discussions with
M. DeCastro, beginning with M. Kersting's deposition in Cctober
1988 through the eve of the trial of the test cases, during which
he revealed his trial strategy to M. DeCastro. M. |zen
testified that he attenpted to "enlighten" M. DeCastro, who was
openly pessim stic regarding the chances for success in the trial
of the test cases.

M. lzen testified that M. DeCastro was upset on the eve of
trial of the test cases that all docunentation needed to support
the test case petitioners' position had not been nmade avail abl e
to petitioners. M. lzen testified that he did not serve a
subpoena on M. Kersting before the trial of the test cases
because he had relied upon the subpoena that M. MWde had

served on M. Kersting.
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M. lzen testified that he net M. DeCastro, with
M. Hongserneier and M. Bradt, in a hotel roomon the eve of
trial of the test cases. M. lzen testified that he discussed
confidential matters with M. Hongserneier in M. DeCastro's
presence that he would not have revealed to M. DeCastro had he
known of the settlenent that M. DeCastro had negotiated on
behal f of the Thonpsons. M. lzen testified that he was aware
t hat respondent planned to rely on the so-called confort letters
at the trial of the test cases, inasnmuch as sone of the letters
were included in stipulations of fact filed with the Court, and
that he informed M. DeCastro that he would offer evidence of
coll ection actions brought by various Kersting conpani es agai nst
Kersting program participants to counter the confort letters.

M. lzen testified that M. DeCastro grabbed notes out of
his hand during the trial of the test cases, that M. DeCastro
was in a position to overhear M. lzen's conversations with his
W tnesses during the trial of the test cases, and that M. |zen
observed M. DeCastro conducting a "private" conversation with
M. MWade during the trial of the test cases. M. |zen
testified that his allegations in oral argunent before the Court
of Appeals for the Ninth Circuit in the DuFresne appeal that
M. DeCastro was a "nole" or "plant" for respondent during the
trial of the test cases were not based upon personal know edge
but that M. Ilzen only wanted the opportunity to prove the point.

M. lzen did not provide any further evidence that M. DeCastro
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was a nole or plant who passed M. lzen's trial strategy to
Messrs. Sinms or MWade.

M. 1zen deni ed having personal know edge, at the tine that
Messrs. Thonpson and Cravens testified at the trial of the test
cases, that Messrs. Thonpson and Cravens had entered into
settlenment agreenents with M. MWde.

B. M. Sticht's Allegations of Potential Wtness Intimdation

During the evidentiary hearing, follow ng the testinony of
Lois Fisher (Ms. Fisher) on June 12, 1996, M. Sticht made the
follow ng statenent to the Court:

But if there's any intention to obstruct or
interfere with the presentation of any of ny clients
cases in this trial, in this courtroom or even to
interfere with their presentation by outside
harassnent, intimdation or other neans that are
normal Iy used to influence or attenpt to influence the
i ndependent presentation of the case in any trial, and
| want to go on record today, stating that | reserve
the right to revisit this day in nmuch the sanme way that
has been alleged in the past with respect to the 1989
trial.

So, | wll also state to the Court, along these
lines, and | use Ms. Fisher as the segue to this final
point, that at |east two, possibly three of nmy clients,
have received what | believe are properly characterized
as potential intimdation for their presentation of
this case. Now, that is something |'mgoing to | eave
at that point, w thout specifics and details, today.

Following M. Sticht's remarks, the Court stated that, while the
Court would respect M. Sticht's request not to pursue the matter
i medi ately, M. Sticht was "obligated to put it to rest or to
present it in a way that will enable it to be resol ved".

M. Sticht did not return to the subject of potential wtness
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intimdation during the remai nder of the evidentiary hearing,
whi ch, as described below, eventually led to a further
evidentiary hearing held on August 18, 1997.

C. M. Bradt's June 12, 1996, Letter to M. Kersting

M. Bradt first testified at the evidentiary hearing on
June 10, 1996. M. Bradt testified that he had no direct
knowl edge that M. DeCastro passed M. lzen's trial strategy to
M. MWade, but that he suspected the sane by virtue of
M. MWde's opposition to M. lzen's efforts to introduce
evi dence concerning collection litigation through M. Msel ey.
See supra pp. 135-136.

M. Jones recalled M. Bradt to testify on June 14, 1996,
for the purpose of rebutting testinony by M. O Neill on the
propriety of the summons issued by respondent to M. Kersting in
1987. During M. Sticht's exam nation of M. Bradt, M. Sticht
offered into evidence a one-page facsimle of a letter that M.
Bradt had sent M. Kersting in Hawaii at 10:15 a.m on June 12,
1996, which apparently was then inadvertently forwarded by
M. Kersting's secretary to M. Sticht's office in Los Angel es
at 10:52 a.m on the sane day. M. Bradt's letter includes a
di scussion of testinony presented by M. Sticht's wtness,

Ms. Fisher, on June 10 and 11, 1996, and testinony presented by
M. ONeill. M. Bradt's letter refers to a letter that

M. Sticht wote to Ms. Fisher. M. Bradt's letter also includes
di sparaging remarks regarding M. Sticht's trial strategy and

tactics.
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M. Bradt asserted that his letter to M. Kersting was
subject to the attorney-client privilege. M. Bradt declined to
di scl ose how he had obtained a copy of M. Sticht's letter to
Ms. Fisher.

Pursuant to the Court's order excluding wtnesses fromthe
courtroom M. Bradt had not been in the courtroom when either
Ms. Fisher or M. O Neill had testified.® M. lzen admtted that
he had disclosed Ms. Fisher's testinony to M. Bradt so that he
could prepare M. Kersting to testify in rebuttal of M. Fisher's
testimony. Simlarly, M. Jones admtted that he had discl osed
M. ONeill's testinony to M. Bradt in order to prepare M.
Bradt to testify in rebuttal. M. Sticht suggested that M.
Bradt's letter would tend to inflame M. Kersting agai nst M.

Fi sher. 8

82 The Court had ruled that M. Bradt would not be allowed
in the courtroomuntil M. Kersting had testifi ed.

8 M. Sticht's receipt and disclosure to the Court of

M. Bradt's letter to M. Kersting raise interesting questions

concerning the professional responsibilities of attorneys.

Conmpare Comm ttee on Professional Responsibility, Ethical

ol igations Arising Qut of an Attorney's Recei pt of Inadvertently

Di scl osed Information, 50 The Record of the Association of the

Bar of the City of New York 660 (1995), with Comrittee on

Pr of essi onal Responsibility, The Attorney's Duties to Report the

M sconduct of Qther Attorneys and to Report Fraud on a Tribunal,

47 The Record of the Association of the Bar of the Cty of New

York 905 (1992). The disclosures by Messrs. |zen and Jones that

were pronpted by the introduction of M. Bradt's letter also

rai se questions of possible conflict between the operation of

Rul e 145 and the need to prepare a witness to testify and bring

docunents in response to a subpoena duces tecum Conpare Berry

Petrol eum Co. v. Comm ssioner, 104 T.C 584, 609-611 (1995),

affd. on other issues w thout published opinion 142 F.3d 442 (9th

Cir. 1998), with Smth v. Conm ssioner, 92 T.C. 1349 (1989), and
(conti nued. ..)
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D. Denial of M. Izen's Motion To Refer Thonpson and Cravens
Settl enents and Al exander Agreenent to Departnent of Justice
(Public Integrity Section)

On June 26, 1996, M. lzen filed a Mdtion to Refer the
Thonpson and Cravens Settlenments and the Al exander Agreenent to
t he Departnent of Justice (Public Integrity Section) for
prosecution. M. lzen identified approximately 17 alleged crines
associated with the Thonpson and Cravens settlenents and the
Al exander understandi ng and asked the Court to refer those
matters to the Departnent of Justice for prosecution. By order
dated June 26, 1996, the Court denied M. lzen's notion

[11. Devel opnents Following Initial Evidentiary Hearing

A. Deni al of Respondent's Mdtion for Further Hearing Regarding
Potential Wtness Intimnmdation

On Cctober 28, 1996, after conpletion of the bulk of the
evidentiary hearing, respondent filed a notion to take additional
evi dence concerning M. Sticht's unresolved allegations at the
evidentiary hearing of potential witness intimdation. During
this same period, the parties filed with the Court third, fourth,
and fifth supplenental stipulations of facts that did not conply
with the Court's Rules concerning stipulations and anounted to
little nore than a proffer of docunents subject to an extensive

list of objections.

8(...continued)
Thonpson v. Conm ssioner, 92 T.C. 486 (1989). None of these
guestions have been resolved; they becanme noot with respect to
M. Kersting and M. Bradt by reason of M. Kersting's failure to
testify at the evidentiary hearing.
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In a response to respondent's notion, M. Sticht all eged
(and the record now shows) that M. Sticht's clients received
unsolicited phone calls and witten comruni cations from
M. Kersting and from Joseph A Peterman (M. Peterman), a
Kersting program partici pant and nontest case petitioner, 3
t hroughout these proceedi ngs encouragi ng themto ask M. Sticht
to cooperate and otherw se present a unified case with the test
case and nontest case petitioners represented by Messrs. |zen and
Jones, promi sing financial assistance in the form of
di sbursenents froma "l egal defense fund" in exchange for such
cooperation, and ridiculing M. Sticht's representation of his
clients.?®

On January 30, 1997, the Court issued an order denying
respondent's notion. Although the Court expressed concern over
M. Sticht's allegations, the Court was not persuaded that the
activities in question satisfied the legal definition of wtness

intimdation. See, e.g., Giffith v. Conm ssioner, T.C Meno.

8 M. Peterman currently has eight cases docketed with
the Court all of which appear to involve Kersting adjustnents:
docket Nos. 1676-84, 36324-85, 19467-86, 23493-90, 12628- 91,
7155-92, 15005-93, and 3029-94. M. Peternan executed piggyback
agreenents in the first five dockets listed above.

8% M. Kersting's various letters to M. Sticht's clients
are included within the exhibits associated with the parties’
fourth supplenmental stipulations of facts, filed Nov. 27, 1996.

On Aug. 11 and Aug. 18, 1997, M. Sticht filed a Status
Report and a First Supplenental Status Report, respectively,
attaching thereto copies of letters, sone of which contain
obscene and inflammtory statenents, that M. Peterman had sent
to M. Sticht and his clients.
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1988-123; see also United States v. Thonpson, 76 F.3d 442, 452-

453 (2d Cir. 1996); United States v. Elwell, 984 F.2d 1289, 1293-

1294 (1st Cir. 1993). Nevertheless, the Court directed

M. Sticht to file a report with the Court identifying any of his
W t nesses who may have declined to testify at the evidentiary
hearing, including a brief sunmary of the testinony that such

W tnesses were expected to provide, wiwth a viewto arriving at an
agreenent anong the parties to stipulate such testinony or, if

t hat should not be possible, to having a further hearing to
receive such testinony. The Court further directed the parties
to cooperate in the elimnation of the various objections
associated wth the fourth and fifth supplenental stipulations of
facts.

M. Sticht subsequently filed a report with the Court
identifying M. Kersting, R chard B. Rogers (M. Rogers), and
JoAnne Rinaldi (Ms. Rinaldi) as persons who were schedul ed to,
but did not, testify at the evidentiary hearing and providing a
summary of the testinony expected fromeach w tness. At
approximately the same tine, respondent filed a response with the
Court stating that the parties were unable to elimnate many of
the objections raised with respect to the docunents attached to
the parties' fourth and fifth supplenmental stipulations of facts.

Wth a viewto conpleting the record in these cases, the
Court ordered a further evidentiary hearing for the purpose of
receiving the testinony of M. Kersting and Ms. Rinaldi. It was

hoped that M. Kersting's testinony would elimnate sone or al
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of the parties' objections to the docunents attached to the
parties' fourth and fifth stipulations of fact, and that having
Ms. Rinaldi testify would conplete the record insofar as she

m ght have declined to testify at the initial evidentiary hearing
because of perceived intimdation. However, the Court rejected
M. Sticht's request to call M. Rogers to testify on the grounds
that: (1) M. Rogers' testinony was not related to the docunents
attached to the parties' fourth and fifth stipulations of fact;
(2) there was no indication that M. Rogers had declined to
testify during the initial evidentiary hearing because of
perceived intimdation;® and (3) M. Sticht's proffer of

M. Rogers' testinony reveal ed that the testinony, which
primarily concerned the First Savings acquisition, would anount
to an attenpt to retry the Dixon test cases on the nerits or
woul d concern a transaction that was not in issue in the trial of
t he test cases.

B. Suppl enental Evidentiary Hearing (August 18, 1997)

On July 24, 1997, M. Kersting filed a Mdtion for Protection
or to Quash asserting that the supplenental evidentiary hearing
and production of the docunents identified in the subpoena that
M. Sticht had served on himin May 1996 (before the initial

evidentiary hearing) would anbunt to an attenpt to retry the

8 On June 17, 1997, at the initial evidentiary hearing,
M. Sticht stated on the record that he was reconsidering whet her
M. Rogers' testinony was necessary in |ight of other evidence
already in the record.
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test cases. By order dated July 25, 1997, the Court denied

M. Kersting's notion as noot on the ground that M. Sticht's
subpoena had expired on June 26, 1996--the date of adjournnent of
the original evidentiary hearing.

M. Sticht was unable to locate M. Kersting for purposes
of service of a new subpoena directing himto appear and testify
at the evidentiary hearing. Nevertheless, on August 7, 1997,

M. Kersting filed a Second Motion for Protection or to Quash
Subpoena asserting that he was too ill to travel fromHawaii to
Los Angeles for the evidentiary hearing because of recent cancer
surgery. Because M. Kersting did not appear at the suppl enental
evidentiary hearing, the Court later denied M. Kersting' s notion
as noot .

On August 18, 1997, the Court conducted a suppl enent al
evidentiary hearing in these cases in Los Angeles. M. Rinaldi
was the sole witness at the supplenental evidentiary hearing.

Ms. Rinaldi testified that she participated in the Kersting
progranms during the taxable years 1980 and 1983-91 with her
husband, a flight engineer for American Airlines, with a view
towards profiting as a stock holder and for the tax benefits.?
Ms. Rinaldi testified that she believed that Kersting prom ssory
notes were enforceable against her. M. R naldi testified that
she relied upon and was assured by the various "Dear Friend"

letters that M. Kersting sent to her during the period 1981 to

8 Ms. Rinaldi testified that she legally separated from
her husband in 1994.
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1992. Ms. R naldi did not consult with a certified public
accountant regarding her tax liability until after the Court
released its opinion in D xon |1

C. Denial of M. lzen's Mtion To Conpel Production of
Docunent s

On August 29, 1997, M. lzen submtted to the Court a
docunent that the Court filed as a supplenent to M. lzen's
notion to conpel filed April 26, 1996. Relying on a recent case,

In re G and Jury Subpoena Duces Tecum 112 F.3d 910 (8th Cr

1997), M. lzen argued that respondent could not rely upon the
attorney-client privilege, executive privilege, or the attorney
wor k product doctrine in these cases as bases for refusing to
di scl ose docunents.

By order dated Septenber 4, 1997, the Court denied
M. lzen's notion to conpel. The Court denied M. lzen's notion
as noot insofar as M. |zen sought to conpel the testinony of
Messrs. Thonpson, DeCastro, Sins, and McWade, and to conpel
Messrs. Thonpson and DeCastro to produce docunents. In so
ruling, the Court noted that M. Thonpson had wai ved the
attorney-client privilege, produced the docunments requested in
di scovery, and testified at the evidentiary hearing. I n
addition, the Court had heard testinony from Messrs. DeCastro,
Sims, McWade, and additional Government w tnesses. Further, the
Court denied M. lzen's notion insofar as M. |lzen noved to
conpel respondent to produce docunents. Specifically, although

the Court declined to deci de whether the adm tted Gover nnent
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m sconduct in the presentation and trial of the test cases in

Di xon v. Commi ssioner, docket No. 9382-83, et al., anpbunted to

fraudul ent or crimnal conduct, the Court did conclude that the
di sputed docunents did not contain material subject to the crimne-
fraud exception, i.e., |legal advice obtained in the furtherance
or in aid of a future fraudul ent schenme or crimnal activity.
Moreover, the Court rejected M. lzen's contention that
respondent's activities since May 1992 anounted to an effort to
"cover up" what M. lzen alleged to be fraudulent or crim nal
conduct. On the basis of a review of respondent's privilege |og
and suppl enental privilege log, the Court held that the docunents
described therein qualified for protection fromdisclosure
pursuant to the corresponding privilege(s) relied upon by
respondent.

D. Denial of M. Sticht's Mtion To Reopen Record

On Cctober 10, 1997, M. Sticht filed a Motion to Reopen
the Record seeking to submt to the Court a witten offer of
proof conprising a witten declaration by M. Rogers, a nontest
case petitioner, along with nunerous docunents that purport to
descri be sone connection or |ink between the series of
transactions underlying M. Rogers' participation in the First
Savings acquisition and his related participation in the
| nvestors Financial stock purchase plan. M. Sticht's notion
i ncluded al l egations that Messrs. Thonpson, Al exander, DeCastr o,

Kozak, and McWade conpromised the trial of the test cases "by
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maki ng an inconplete an inaccurate presentation" of the First
Savi ngs acqui sition. 88

By order dated Novenber 24, 1997, the Court denied
M. Sticht's notion on the ground that the materials that
M. Sticht was seeking to submt to the Court should have been
offered into evidence during the initial evidentiary hearing in
May and June 1996, where all of the inplicated parties had been
called to testify. Insofar as M. Sticht was arguing that there
was a neani ngful |ink or connection between the First Savings
acqui sition and the Investors Financial stock purchase plan, the
Court further observed that the First Savings acquisition was not
anong the Kersting prograns at issue in the trial of the test
cases, and that petitioners' theory of a |link between the two
transactions would be ripe for consideration only if respondent
were to nove for entry of decision based in part on adjustnents
attributable to the First Savings acquisition.

E. Denial of M. lzen's Mdtion To Take Judicial Notice

On April 9, 1998, M. lzen filed a Motion to Take Judi ci al
Notice, asserting that the Court is obliged by rule 201 of the

Federal Rul es of Evidence to take notice that the Hawaii District

8 The bul k of the testinobny presented at the trial of the
test cases concerning the First Savings acquisition was offered
by Messrs. Kersting and Al exander. Although their testinony
concerning the transaction generally was consistent, the Court in
Di xon Il apparently accepted M. Al exander's testinony that
Federal regulators rejected Investors Financial as a holding
conpany for First Savings despite M. Kersting's testinony to the
contrary. See Dixon Il, 62 T.C M (CCH) at 1447, 1991 T.C. M
(RIA), at 91-2987
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Court held that "the note indebtedness involved in the present
case (tried previously before Judge Goffe) is legally viable and
collectible under Hawaii state law." By order dated April 14,
1998, the Court indicated that M. Izen's notion would be decided
in the Court's opinion in these cases.

On Novenber 2, 1998, M. lzen filed a Petition for Mandanus
with the Court of Appeals for the Nnth Grcuit for a wit of
mandanus directing this Court to grant M. lzen's Mtion to Take
Judicial Notice. By order filed Decenber 16, 1998, the Court of
Appeal s denied M. lzen's petition.

Al materials attached to M. lzen's notion, which concern
Kersting programparticipant Carl Mtt,8 were received in
evidence at the trial of the test cases and considered by Judge
Goffe in Dixon Il. See discussion of collection cases supra pp.
72-74. M. lzen's notion, which anbunts to another attenpt to
retry matters previously decided in Dixon Il, goes beyond the
scope of the mandate of the Court of Appeals in its remand of

t hese cases and will be deni ed.

8 M. lzen's continued reliance on the collection
litigation concerning Carl Mttt indicates that M. |zen regards
the collection litigation as a conplete rebuttal to all evidence
in the record that M. Kersting and program participants did not
intend or expect that prom ssory notes would be enforced in
accordance with their purported ternms. In so doing, M. |zen
ignores the Court's conclusion in Dixon Il, 62 T.C M (CCH at
1505- 1506, 1991 T.C.M (RIA), at 91-3048 to 91-3050, that,
even if an obligation to pay |everage |oan “interest” were
enforceable, it would properly be characterized as a
nondeducti ble “fee” for creating tax deductions rather than as
“interest”.
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F. Denial of M. Sticht's Mtions for Rel ease From Pi ggyback
Agr eenent s

On June 9, 1998, M. Sticht filed Mtions for Release from
Pi ggyback Agreenent on behal f of nontest case petitioners
Ri chard B. and Donna G Rogers, Anthony E. and Carol A. Eggers,
and John L. and Terry E. Huber. M. Sticht contends that
M. Seery's apparent conflict of interest, at a time when
M. Seery represented the Rogerses, the Eggerses, and the Hubers,
provi des an independent basis for rel easing nontest case
petitioners fromtheir piggyback agreenents. 1In the alternative,
M. Sticht contends, in |ight of respondent's m sconduct in the
trial of the test cases, that the Court shoul d conclude that
respondent did not conply with the terns of the piggyback
agreenents.

On June 9, 1998, M. Sticht filed a Mdtion to Sever Case and
for Entry of Decision; O Alternatively to Sever Case and Set for
Trial on behalf of Joe A. and JoAnne Rinaldi in docket No. 7205-
94. The Rinaldis' case at docket No. 7205-94 concerns the
Rinaldis' tax liabilities for 1990 and 1991 and is based upon a
notice of deficiency issued after the disclosure of the
m sconduct in the trial of the test cases. Because the R naldis
did not sign a piggyback agreenent in docket No. 7205-94,

M. Sticht contends that the Court's opinion in Dixon Il does not
bind the Rinaldis. M. Sticht contends, relying upon the
m sconduct of respondent's attorneys in the trial of the test

cases, that the Court should either enter a decision in the
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Rinal dis' favor or sever the Rinaldis' case fromthe consolidated
cases and set the case for trial.

On July 7, 1998, respondent filed objections to M. Sticht's
nmoti ons. Respondent contends that the validity of the piggyback
agreenents in dispute is not affected by either events occurring
during the trial of the test cases or M. Seery's all eged
conflict of interest.

On July 10, 1998, M. Jones filed an opposition to
M. Sticht's notions asserting that it would be premature to
grant the notions. %

As discussed in greater detail infra pp. 284-295 and pp.
300-302, we will deny M. Sticht's notions.

G Reports Reqgarding the Court's Protective Oders

By order dated August 27, 1998, the Court directed
Messrs. Huestis and Sticht to file reports with the Court
detailing any objection to the lifting of the Court's protective
orders dated June 10 and 26, 1996. M. Huestis filed a report
with the Court objecting to the lifting of the Court's protective
orders on the ground that M. Kersting mght attenpt to use the
records in question to harass the Thonmpsons. M. Sticht and
respondent filed separate reports with the Court indicating no

objection to the lifting of the protective orders. As discussed

% On July 20, 1998, M. Sticht filed a Motion to Strike
al | egedly scandal ous and inpertinent matters from M. Jones’
opposition. On Aug. 6, 1998, the Court denied M. Sticht's
notion to strike.
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in greater detail infra pp. 302-305, we will lift the protective
or ders.
ULTI MATE FI NDI NGS OF FACT

Messrs. Sinms and McWade negotiated a series of contingent
settlenment agreenents with M. DeCastro in respect of the
Thonpsons' tax liabilities in advance of the trial of the test
cases. The final Thonpson settlenent agreenent provided for a
reduction in the Thonpsons' tax liabilities for 1979, 1980, and
1981 for the purpose of generating refunds of tax and interest
that were used to pay M. DeCastro's attorney's fees. The
refunds actually made were nore than sufficient for this purpose;
t he excess was received and retained by the Thonpsons. The
Thonpson settl ement was not based upon or influenced by the
Thonpsons' participation in the Bauspar program

Messrs. Sinms and McWade negotiated a contingent settl enent
agreenent with M. Cravens in respect of the Cravenses' tax
ltabilities for 1979 and 1980 in advance of the trial of the test
cases. Messrs. Sins and McWade msled M. Cravens as to the
nature and legal effect of his settlenent and the need for
counsel at the trial of the test cases. In so doing, they
forecl osed the possibility that the Cravenses woul d becone
clients of Chicoine and Hallett, and later, of M. lzen. They
t hereby reduced the effectiveness of M. Cravens' presentations
to the Court fromthe point of view of all petitioners; the

likelihood that M. Cravens would have inforned counsel for test



- 201 -

case petitioners that his cases had been settled was al so
reduced.

Messrs. Sinms and McWade were the only persons in the
Honolulu District Counsel Ofice with know edge of the Thonpson
and Cravens settlements before and during the trial of the test
cases. Oher than M. Stevens, no one else wthin the Internal
Revenue Service was aware of the Thonpson and Cravens settlenents
before or during the trial of the test cases through the tines
that the Court issued its Dixon Il opinion and entered the
initial decisions in the test cases.

Before the trial of the test cases, M. MWde intentionally
m sled the Court, with the conplicity of M. DeCastro, by not
di sclosing the settlenent of the Thonpson cases when he noved to
set aside the Thonpson piggyback agreenents. At the trial of the
test cases, Messrs. Sinms, MWade, and DeCastro intentionally
m sl ed the Court regarding the status of the Thonpson cases by
not disclosing the settlenent of the Thonpson cases. At the
trial of the test cases, Messrs. Sins and McWade intentionally
m sled the Court in simlar fashion regarding the settlenent of
t he Cravens cases.

M. MWade all owed M. Al exander to offer m sl eading
testinmony to the Court during the trial of the test cases
regardi ng his understanding that his tax liabilities would be
reduced in exchange for providing assistance to M. MWde.

M. DeCastro did not act as a Governnment "nole" during the

trial of the test cases or convey any of M. lzen's trial
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strategies or confidential information to the Governnent. Cf

Kersting v. United States, 865 F. Supp. at 671-674.

M. lzen had no know edge, before and at the trial of the
test cases through the tinmes that the Court issued the Di xon |
opinion and entered the initial decisions in the test cases, that
Messrs. Thonpson and Cravens had entered into settl enment
agreenents with M. MWde.

OPI NI ON

The Court of Appeals for the Ninth Crcuit vacated this
Court's decisions in Dixon Il and remanded the test cases for an
evidentiary hearing "to determne the full extent of the admtted

wrong done by the governnent trial |awers." DuFresne v.

Conm ssioner, 26 F.3d at 107. The Court of Appeals, citing

Arizona v. Fulnmnante, 499 U S. at 309, directed the Court to

consi der "whether the extent of m sconduct rises to the |evel of
a structural defect voiding the judgnent as fundanentally unfair,
or whether, despite the Governnent's m sconduct, the judgnment can
be upheld as harmless error.” [d. Further, the Court of Appeals
directed the Court to consider on the nerits all notions of
intervention filed by parties affected by Dixon Il. See id.
Pursuant to this last direction, the Court consolidated the cases
of three groups of petitioners to allowthemto participate in
the evidentiary hearing: Test case and nontest case petitioners
represented by M. |zen, nontest case petitioners represented by
M. Jones, and nontest case petitioners represented by

M. Sticht.
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While the parties have primarily addressed the specific
i ssues posed by the mandate of the Court of Appeals, whether the
Gover nment m sconduct constitutes a structural defect or harm ess
error, our analysis is not limted to these issues. At the
inception of this proceeding, the Court raised the issue whether
t he Thonpson and Cravens settlenents share significant
characteristics with inproper "Mary Carter" agreenents; M. |zen
has consistently mai ntai ned throughout this proceeding that the
Gover nment m sconduct anounted to fraud on the Court; and
M. Sticht has asserted that nontest case petitioners were not
only harned by the Governnent m sconduct, but also by M.
Kersting's interference in the attorney-client relationships
bet ween test case petitioners and their counsel. In an effort to
spread the bl ane, respondent has asked the Court to find that
M. lzen, as well as M. Kersting, was aware of the Thonpson and
Cravens settlenents at or before the trial of the test cases.
Before turning to our analysis of the foregoing issues, we
wi || address the burden of proof in this proceeding.

| . Burden of Proof

The Court deferred ruling on the parties' requests for
assi gnnment of the burden of proof and the fixing of the standard
of proof for purposes of the evidentiary hearing. The Court
nevert hel ess placed on respondent the initial burden of com ng
forward with evidence and prescribed a structure for the orderly

presentation of witnesses at the evidentiary hearing.
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The burden of proof consists of two burdens--the burden of
producti on of evidence and the burden of persuasion. See
Wgnore, Evidence in Trials at Common Law, secs. 2485 to 2488
(Chadbourn rev. 1981). Assignnent of the burden of proof and
fixing the standard of proof serve a procedural function by
delineating the parties' obligations respecting the presentation
of evidence at trial.

Al t hough assi gnnent of the burden of proof was not resol ved
before the evidentiary hearing, the Court is satisfied that the
evidentiary hearing has produced a record that contains al
rel evant facts necessary for the Court to discharge its
obl i gations under the mandate. The parties' versions of the
facts as set forth in their respective proposed findings of fact
generally are in accord,® with one inmterial exception
di scussed infra pp. 209-211. Consequently, froma purely
procedural standpoint, assignnment of the burden of proof and
fixing the standard of proof are not necessary.

We |i kewi se are convinced that assignnent of the burden of
proof is not necessary for the Court to deci de whether the Sins-
McWade m sconduct resulted in a structural defect in the trial of

the test cases. The structural defect question raises a |egal

°® In those instances where the parties have not agreed
Wth respect to a particular fact, or the record does not clearly
reflect the date of a particular event, the Court generally has
adopted the finding of fact proposed by the test case and nontest
case petitioners.
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issue requiring the Court to apply a settled body of case law to
essentially agreed facts.

In contrast, assignnent of the burden of proof and fixing
the standard of proof have greater substantive significance with
respect to harmess error analysis. As discussed in greater
detail infra pp. 233-236, harml ess error analysis ultimtely
requires the Court to consider whether the Sinms-MWade m sconduct
affected the outconme in the trial of the test cases. Because the
assi gnment of the burden of proof, and particularly the standard
of proof, could influence the outconme of the Court's harm ess
error analysis, we will decide the issue.

Proper placenent of the burden of proof in these cases for
pur poses of the evidentiary hearing is not easily resolved and
rai ses sonme perplexing questions. Rule 142(a) provides the
general rule that the burden of proof (or burden of persuasion)
w Il be upon the taxpayer, except as otherw se provi ded by

statute or determ ned by the Court.® See Welch v. Helvering,

290 U. S. 111 (1933). Normally, the taxpayer bears the initial
burden of produci ng enough evidence to make a prinma facie case;
i.e., evidence to support a finding contrary to the

Conmi ssioner's determ nation. See Rockwell v. Conm ssioner, 512

%2 Under sec. 3001 of the Internal Revenue Service
Restructuring and Reform Act of 1998, Pub. L. 105-206, 112 Stat.
726, Congress enacted new sec. 7491, which provides, effective
Wi th respect to exam nations comenced after July 22, 1998, that
t he burden of proof shifts to the Conm ssioner when the taxpayer
produces credi bl e evidence in opposition to the Comm ssioner's
determ nation of a deficiency and satisfies other requirenents.
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F.2d 882, 885 (9th Gr. 1975), affg. T.C. Meno. 1972-133. \Were
t he taxpayer succeeds in produci ng evidence supporting a finding
contrary to the Conm ssioner's determ nation, the burden of
production or burden of going forward with evidence shifts to the

Comm ssioner. See Bernuth v. Conm ssioner, 470 F.2d 710, 714 (2d

Cr. 1972), affg. 57 T.C 225 (1971). The taxpayer nonethel ess
continues to bear the ultimte burden of persuasion.

There is a well -recogni zed exception to the nornal placenent
of the burden of proof in cases where the Conm ssioner determ nes
that the taxpayer is liable for an addition to tax for fraud. In
such cases, the Comm ssioner bears the burden of proving fraud by
cl ear and convincing evidence. See sec. 7454(a); Smth v.

Comm ssioner, 91 T.C. 1049, 1053 n.3 (1988), affd. 926 F.2d 1470

(6th Gr. 1991).
The Court has al so recogni zed an exception to the norma
rule respecting the placenent of the burden of proof in notions

practice. For exanple, in Pietanza v. Conmm ssioner, 92 T.C 729

(1989), supplenmented by T.C. Meno. 1990-524, affd. w thout
publ i shed opinion 935 F.2d 1282 (3d Cir. 1991), the parties filed
cross-nmotions to dismss for lack of jurisdiction. The taxpayers
moved to dism ss on the ground that the Comm ssioner had fail ed
to issue a valid notice of deficiency; the Comm ssioner noved to
dismss on the ground that the taxpayers had failed to file a
tinely petition. Because the very existence of the notice of
deficiency was in dispute, the Court held that the Conm ssioner

shoul d bear the burden of proof on the point because it would be



- 207 -

unfair to require the taxpayer to prove "the nonexistence of a

notice which they swear they have never seen and whi ch respondent

is unable to provide." Pietanza v. Conm ssioner, supra at 736-
737.

Because these cases are not now before the Court in the
normal posture of a deficiency case, the parties agree that the
Court should disregard Rule 142(a). The parties also agree that
the Court should instead | ook to rule 60(b) of the Federal Rules
of Civil Procedure to determ ne the proper assignnent of the
burden of proof, notw thstanding that the decisions in the test
cases have not become final.® Under that rule a party may nove
to be relieved froma final judgnent, order, or proceeding, in
the case of fraud, m srepresentation, or other m sconduct of an
adverse party. Normally, the noving party bears the burden of
produci ng cl ear and convi ncing evidence that relief should be

granted under that rule. See Anderson v. Cryovac, Inc., 862 F.2d

910 (1st Cir. 1988). Predictably, respondent and petitioners
each argue that the burden of proof should be inposed on the
ot her si de.

Respondent contends that, because petitioners "now seek to
affirmatively invalidate the Court's Dixon Il opinion"

petitioners bear the burden of proof as the noving parties.

® Rule 1(a) states that, where there is no applicable rule
of procedure, "the Court or the Judge before whomthe matter is
pendi ng may prescribe the procedure, giving particular weight to
the Federal Rules of Civil Procedure to the extent that they are
sui tably adaptable to govern the matter at hand."
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Further, relying on cases such as Jones v. Aero/Chem Corp., 921

F.2d 875, 878-879 (9th G r. 1990), Drobny v. Conm ssioner, 113

F.3d 670, 678 (7th Gr. 1997), and England v. Doyle, 281 F.2d

304, 309 (9th Cr. 1960), respondent nmintains that the proper
standard of proof is clear and convincing evidence irrespective
of whether the theory of relief is structural defect, reversible
error, fraud on the Court, or attorney m sconduct under rule
60(b) (3) of the Federal Rules of Civil Procedure.

Relying on virtually the sanme authorities, petitioners
counter that respondent should bear the burden of proof and that
the standard of proof is clear and convinci ng evi dence.
Petitioners reason that respondent should bear the burden of
proof insofar as it was respondent who noved for an evidentiary
hearing before the appeal of the test cases and again after the
Court of Appeals remanded the test cases to the Court for an
evidentiary hearing on the significance of the m sconduct of
respondent’'s attorneys.

We note that the decisions entered by the Court in the test
cases have not becone final. Tinely appeals were taken and the
test cases are before the Court pursuant to the mandate of the
Court of Appeals, which vacated the decisions for further
pr oceedi ngs.

We disagree with petitioners' contention that respondent
shoul d bear the burden of proof on the technical ground that
respondent is the noving party. Nonethel ess, the unusual aspects

of these cases persuade us that it would be inappropriate to
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pl ace the burden of proof on petitioners. First, we observe that

in Arizona v. Fulmnante, 499 U S. at 295-296, the Suprenme Court

ruled that the State had the burden of proving that the erroneous
adm ssion of the defendant's confession was harm ess beyond a
reasonabl e doubt. By anal ogy, respondent shoul d bear the burden
of proving that the admtted m sconduct of his attorneys was

harm ess and had no material effect on the outcome of the trial.
In addition, we note that respondent has had direct and i nedi ate
access to the critical witnesses and nost of the rel evant
docunents since May 1992, when respondent first discovered the

m sconduct in question. Further, respondent conducted an initial
i nvestigation of the m sconduct, to the exclusion of all private
parties, shortly after discovering the m sconduct. Finally,
respondent, by asserting various privileges in response to

M. lzen's notion to conpel production of docunents, succeeded in
protecting fromdiscovery various docunents generated during
respondent's investigation. Taken together, these factors
persuade us that the interests of justice are better served by

pl aci ng the burden of proof on respondent, and we so hol d.
Because these cases concern attorney m sconduct in the civil
context, the standard of proof and persuasion that we apply is

cl ear and convincing evidence. See, e.g., Bunch v. United

States, 680 F.2d 1271, 1283 (9th Cr. 1982) (attorney
m sconduct) .
For purposes of conpl eteness, we briefly address the

i mmat erial exception alluded to above. That exception arises
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fromrespondent's requests for findings of fact and argunent that
M. lzen was aware of the Cravens and Thonpson settl enents at the
time of the trial before Judge Goffe.® Placing the burden of
proof on respondent--for reasons di scussed above--we have found
that M. lzen was not aware of the settlenents. However, the
record contains evidence, such as M. Kersting's, M. Mseley's,
and M. Bradt's know edge of the settlenents, M. Bradt's prior
partnership with M. lzen and their cooperation and sharing of
information during the evidentiary hearing, and statenents by M.
Cravens--which he ultimately recanted on grounds of uncertainty
and |l ack of clear recollection--fromwhich it could be inferred
that M. |zen had been inforned or had becone aware of the
settlements at or before the trial of the test cases.® Although
such evidence does not suffice to require a finding to that

effect, we mght have found, if petitioners had to bear the

% Respondent has not carried through and addressed the
significance for these cases of M. |lzen's awareness or |ack of
awar eness of the settlenents. W do not believe that M. |zen's
awar eness of the settlenents woul d have any bearing on our
conclusion that the Court's decisions on the tax deficiencies of
the test case petitioners should be reinstated. Although
nondi scl osure of the settlenents by M. Izen--if he had been
aware of them-would have anbunted to m sconduct on his part, we
woul d not regard such m sconduct as having any bearing on the
reinstatenent of the decisions in the test cases. See discussion
infra pp. 230-232 of M. Kersting's m sconduct.

% W recognize that there is circunstantial evidence that
M. lzen was not aware of the Thonpson and Cravens settl enents.
If M. lzen had been aware of the Thonpson settlenent, it does
not seemlikely that he would have allowed M. DeCastro to attend
the neeting that he held with M. Hongserneier on the eve of the
trial of the test cases or shared other information with M.
DeCastro. It is also likely that M. |lzen woul d have brought the
settlements to the Court's attention before respondent did.
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burden of proof on that question, that petitioners had not
carried that burden.

We regard the exception as i mmaterial because we are
satisfied that our conclusions and the outcome would remain the
sane, even if we were to conclude that M. Izen had been aware of
the settlenments. W would so conclude on essentially the sanme
grounds on which we reject M. Sticht's argunent over
M. Kersting's interferences with the attorney-client
rel ati onshi ps of the attorneys whom he enployed to represent the
test case petitioners. See infra pp. 230-232.

1. Structural Defect

A Case Law

The Court of Appeals for the Ninth Crcuit vacated this
Court's decisions in the test cases and remanded the cases with
directions "to conduct an evidentiary hearing to determ ne the
full extent of the admtted wong done by the governnent tri al
| awyers" and to consider "whether the extent of m sconduct rises
to the level of a structural defect voiding the judgnent as

fundanmental ly unfair, or whether, despite the governnent's

% This would have been nade even nore likely by
M. Kersting's failure to appear and testify at the evidentiary
heari ng, which m ght have brought into play the doctrine of
Wchita Termnal Elevator Co. v. Comm ssioner, 6 T.C 1158, 1165
(1946), affd. on other grounds 162 F.2d 513 (10th G r. 1947),
that the failure of a party to introduce evidence within his
possession or control which, if true, would be favorable to him
gives rise to the presunption that if produced it would be
unfavorable. M. Kersting's assertions in his notion to quash
subpoena that he was too sick to attend the evidentiary hearing
m ght have been well taken, but consideration could have been
given to alternative neans of obtaining his testinony.
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m sconduct, the judgnent can be upheld as harm ess error.™

DuFresne v. Conm ssioner, 26 F.3d at 107.

The term"structural defect"” nornally refers to the
violation of a fundanental constitutional right occurring during
acrimnal trial that affects the very framework within which the
trial proceeds, so that the trial cannot reliably serve its
function as a vehicle for determnation of guilt or innocence.

See Arizona v. Fulmnante, supra at 309-310. The presence of a

structural defect in a crimnal trial requires autonmatic
reversal of the conviction and a newtrial. See, e.g., id.;

Chapnman v. California, 386 U S. 18 (1967).

Significantly, not all constitutional errors occurring
during a trial result in a structural defect in the proceedi ngs.
To the contrary, there are a nunber of constitutional errors,
characterized as lesser "trial errors”, that are susceptible to
harm ess error anal ysis.

In Arizona v. Fulm nante, 499 U S. 279 (1991), a plurality

opi nion, the Supreme Court discussed the distinction between a
constitutional violation that causes a structural defect in a
trial and a constitutional violation that is subject to harnl ess
error analysis. A mgjority of the Justices concluded that the
adm ssion of the defendant's coerced confession at his nurder
trial did not constitute a structural defect requiring autonmatic
reversal of the defendant's conviction. However, a separate
majority further concluded that the defendant was entitled to a

new trial because the State of Arizona had failed to neet its
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burden of establishing beyond a reasonabl e doubt that the
adm ssion of the confession was harm ess error. See id. at 295-
296.

The Supreme Court described the distinction between a
constitutional violation that may be characterized as a tri al
error as opposed to a structural defect as foll ows:

Since this Court's |andmark decision in Chapnman v.
California, 386 U S. 18 (1967), in which we adopted the
general rule that a constitutional error does not
automatically require reversal of a conviction, the
Court has applied harm ess-error analysis to a w de
range of errors and has recogni zed that nost
constitutional errors can be harm ess. See, e.q.,
Cenons v. Mssissippi, 494 U S. 738, 752-754
(1990) (unconstitutionally overbroad jury instructions
at the sentencing stage of a capital case); Satterwhite
v. Texas, 486 U. S. 249 (1988) (adm ssion of evidence at
the sentencing stage of a capital case in violation of
the Sixth Amendnent Counsel C ause); Carella v.
California, 491 U S. 263, 266 (1989)(jury instruction
contai ni ng an erroneous concl usive presunption); Pope
v. Illinois, 481 U S. 497, 501-504 (1987)(jury
instruction msstating an el enent of the offense); Rose
v. Cark, 478 U.S. 570 (1986)(jury instruction
contai ning an erroneous rebuttable presunption); Crane
v. Kentucky, 476 U.S. 683, 691 (1986) (erroneous
excl usion of defendant's testinony regarding the
ci rcunst ances of his confession); Delaware v. Van
Arsdall, 475 U S. 673 (1986)(restriction on a
defendant's right to cross-exam ne a witness for bias
in violation of the Sixth Amendnent Confrontation
Cl ause); Rushen v. Spain, 464 U.S. 114, 117-118, and
n.2 (1983)(denial of a defendant's right to be present
at trial); United States v. Hasting, 461 U S. 499
(1983) (i nproper conment on defendant's silence at
trial, in violation of the Fifth Anmendnent Self-

I ncri mnation Cl ause); Hopper v. Evans, 456 U.S. 605
(1982) (statute inproperly forbidding trial court's
giving a jury instruction on a | esser included of fense
in a capital case in violation of the Due Process

Cl ause); Kentucky v. Worton, 441 U S. 786

(1979) (failure to instruct the jury on the presunption
of innocence); More v. Illinois, 434 U S 220, 232
(1977) (adm ssion of identification evidence in
violation of the Sixth Amendnent Confrontation C ause);
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Brown v. United States, 411 U. S. 223, 231-232
(1973) (adm ssion of the out-of-court statenent of a
nont estifying codefendant in violation of the Sixth
Anmendnent Confrontation Clause); MIlton v. Winwight,
407 U. S. 371 (1972)(confession obtained in violation of
Massiah v. United States, 377 U.S. 201 (1964));
Chanbers v. Maroney, 399 U S. 42, 52-53
(1970) (adm ssi on of evidence obtained in violation of
the Fourth Amendnent); Coleman v. Al abama, 399 U S 1,
10-11 (1970) (deni al of counsel at a prelimnary hearing
in violation of the Sixth Arendnent Counsel C ause).

The comon thread connecting these cases is that
each involved "trial error”--error which occurred
during the presentation of the case to the jury, and
whi ch may therefore be quantitatively assessed in the
context of other evidence presented in order to
determ ne whether its adm ssion was harm ess beyond a
reasonabl e doubt. In applying harm ess-error anal ysis
to these many different constitutional violations, the
Court has been faithful to the belief that the
harm ess-error doctrine is essential to preserve the
"principle that the central purpose of a crimnal trial
is to decide the factual question of the defendant's
guilt or innocence, and pronotes public respect for the
crimnal process by focusing on the underlying fairness
of the trial rather than on the virtually inevitable
presence of immterial error.” Van Arsdall, supra, at
681 (citations omtted).

* * * * * * *

The adm ssion of an involuntary confession--a
classic "trial error"--is markedly different fromthe
other two constitutional violations referred to in the
Chapman footnote [Chaprman v. California, 386 U S. 18,
23 n.8 (1967)] as not being subject to harm ess-error
anal ysis. One of these violations, involved in G deon
v. Wainwight, 372 U S. 335 (1963), was the total
deprivation of the right to counsel at trial. The
other violation, involved in Tuney v. Ghio, 273 U.S.
510 (1927), was a judge who was not inpartial. These
are structural defects in the constitution of the trial
mechani sm which defy analysis by "harm ess-error”
standards. The entire conduct of the trial from
beginning to end is obviously affected by the absence
of counsel for a crimnal defendant, just as it is by
t he presence on the bench of a judge who is not
inpartial. Since our decision in Chapman, other cases
have added to the category of constitutional errors
whi ch are not subject to harm ess error the foll ow ng:
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unl awf ul excl usion of nenbers of the defendant's race
froma grand jury, Vasquez v. Hillery, 474 U S. 254
(1986); the right to self-representation at trial
McKaskle v. Wqggins, 465 U S. 168, 177-178 n.8 (1984);
and the right to public trial, Waller v. Ceorgia, 467
US 39, 49, n.9 (1984). Each of these constitutional
deprivations is a simlar structural defect affecting
the framework within which the trial proceeds, rather
than sinply an error in the trial process itself.

"Wt hout these basic protections, a crimnal trial
cannot reliably serve its function as a vehicle for
determ nation of guilt or innocence, and no crim nal
puni shment may be regarded as fundanentally fair."
Rose v. Cark, 478 U.S., at 577-578 (citation omtted).

ld. at 306- 310.
The Court of Appeals for the Ninth Grcuit recently relied

upon the Suprene Court's opinion in Arizona v. Fulmnante, supra,

to support its holding that a defendant's absence fromthe
courtroom when the jury returned the death sentence did not
result in a structural defect in the proceedings. See Rice v.
Wod, 77 F.3d 1138, 1144 (9th Cr. 1996). The Court of Appeals
further concluded that the error was harnl ess because the

def endant's absence fromthe courtroomdid not have a
"substantial and injurious effect or influence" in determ ning

the jury's verdict. |1d. at 1144 (citing Brecht v. Abrahanson,

507 U. S. 619, 623 (1993) (quoting Kotteakos v. United States, 328

U S. 750, 776 (1946))).
B. Argunent s

Messrs. |zen and Jones argue that the Governnent m sconduct
in these cases resulted in a structural defect on the ground
that their clients, both test case and nontest case petitioners,

were deprived of a fair trial. Messrs. |Izen and Jones argue that
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t he Government m sconduct included the illegal search of

M. Kersting's office, the issuance of erroneous notices of
deficiency intended to pressure taxpayers, secret settlenents
wi th the Thonpsons, Cravenses, and Al exanders, the use of

M. Thonpson as a conduit for the payment of M. DeCastro's
attorney's fees, M. MWade's m srepresentations to M. Cravens
regarding the terns and effect of his settlenment, and
respondent’'s denial of M. Jones' request to participate in the
di scovery/investigation process that respondent undertook in
1992. Messrs. lzen and Jones contend that the confluence of al
of these factors anounted to Governnent m sconduct So egregi ous
as to prevent the test case petitioners fromfully devel opi ng
their positions at trial.

In the alternative, but in reliance upon the sane factors,
Messrs. |zen and Jones contend that the Governnent m sconduct
resulted in reversible error in the trial of the test cases.

M. lzen further asserts that: (1) The Governnment m sconduct
resulted in a fraud upon the Court; and (2) respondent's use of
M. DeCastro to "infiltrate" petitioners' canp requires a new
trial. W will address separately the latter two contentions.

M. lzen contends that the proper renedy in these cases is
entry of decision in favor of all petitioners. 1In the
alternative, M. lzen contends that all petitioners should be
awarded a new trial. M. Jones contends that the Court should

order respondent to show cause why respondent should not be
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barred from further proceedi ngs against all Kersting
petitioners.?

M. Sticht also contends that the Governnent's m sconduct
resulted in a structural defect in the trial of the test cases,
but he characterizes the defect differently. M. Sticht asserts
that the Court effectively was precluded from supervising the
trial process because Judge CGoffe was not inforned of the
Thonmpson and Cravens settlenment agreenents. 1In conjunction with
this argunent, M. Sticht maintains that nontest case petitioners
were deprived of procedural due process insofar as their
deci sions to execute piggyback agreenents, as opposed to
accepting one of the Governnent's settlenent offers before the
trial, were made w thout know edge that two test case petitioners
had decided to settle their cases. M. Sticht relies on United

States v. Noushfar, 78 F.3d 1442 (9th Cr. 1996), and Riley v.

Deeds, 56 F.3d 1117, 1121 (9th Cr. 1995), for the proposition
that an "abdication of judicial control over" a trial constitutes

a structural defect. Citing United States v. Annigoni, 96 F.3d

1132, 1143-1147 (9th GCr. 1996), M. Sticht argues in the
alternative that, even if the Governnent nisconduct did not cause
a structural defect in the trial of the test cases, these cases

are not amenable to harm ess error analysis because the inpact of

°  Qur research does not disclose any case in which this
Court has invoked such an extraordinary renedy, and petitioners
have brought no such case to our attention. A newtrial normally
is the proper renedy in the case of a structural defect or
reversible error in atrial. See Arizona v. Fulmnante, 499 U. S.
279 (1991).
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t he m sconduct "cannot be fairly assessed w thout engaging in
sheer speculation". In short, taking a different route from
M. lzen and M. Jones, M. Sticht would bring his clients to the
sanme destination: that nontest case petitioners are entitled to
entry of decisions that no deficiencies are due in their cases.
In response to respondent’'s contention that the Governnment
m sconduct did not result in a structural defect because M. |zen
was not inhibited in fully and fairly presenting his clients
cases, M. Sticht asserts that nontest case petitioners
neverthel ess were harnmed by M. Kersting's firing of Chicoine and
Hal lett at a tinme when they were attenpting to settle the
Kersting project cases. M. Sticht further suggests (in very
general terns) that M. lzen's perfornmance at the trial of the
test cases was deficient and that the trial of the test cases
shoul d have included an attorney who was not being paid by
M. Kersting.

C. Summary of Governnent M sconduct

Qur first step in deciding whether the Governnent m sconduct
resulted in a structural defect in the trial of the test cases is
to describe and characterize the Governnent m sconduct.

Messrs. Sinms and McWade negotiated a series of contingent
settl enment agreenents in the Thonpson and Cravens cases in
advance of the trial of the test cases under which the Thonpson
and Cravens would receive the nore favorable of: (1) The Tax

Court's decision if the test case petitioners should prevail in
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the Tax Court; or (2) the agreed decisions based on the
settlenments of their test cases.

Messrs. Sinms and McWade were the only persons in the
Honolulu District Counsel Ofice with know edge of the Thonpson
and Cravens settlements before and during the trial of the test
cases. Oher than M. Stevens no one else within the Internal
Revenue Service was aware of the Thonpson and Cravens settlenents
before or during the trial of the test cases up to the tinmes that
the Court issued its Dixon Il opinion and entered the initial
decisions in the test cases.

Before the trial of the test cases, M. MWde intentionally
m sled the Court, with the conplicity of M. DeCastro, by not
di sclosing the settlenent of the Thonpson cases when he noved to
set aside the Thonpson pi ggyback agreenents. Messrs. Sins,
McWade, and DeCastro intentionally msled the Court regarding the
status of the Thonpson cases at the trial of the test cases.

VWhen M. Thonpson alluded to his settlenment during his testinony
at the trial of the test cases, M. MWde interrupted M.
Thonpson in order to divert himfromthe subject and thus
intentionally prevented Judge CGoffe from |l earning about the
Thonpson settlenent. Messrs. Sins and McWade al so intentionally
m sled the Court regarding the status of the Cravens cases at the
trial of the test cases.

The decisions entered in the Thonpson cases provided for
agreed reductions in the Thonpsons' tax liabilities for 1979,

1980, and 1981 that generated refunds of tax and interest that in
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turn were used to pay M. DeCastro's attorney's fees. The
refunds actually made were nore than sufficient for this purpose;
t he excess was received and retained by the Thonpsons. Contrary
to McWade's testinony at the evidentiary hearing, the Thonpson
settl enment was not based upon or influenced by the Thonpsons
participation in the Bauspar program

Al though the contingent aspect of the secret settlenent
agreenents provided an ostensible incentive for Messrs. Thonpson
and Cravens to defend vigorously the Kersting interest deductions
that they had reported on their tax returns, the record shows
that the secret settlenents had the effect of diluting the
adversarial character of the Thonpsons' and Cravenses'
presentations of their cases to the Court.

M. Thonpson's testinony at the trial of the test cases
reveal s that he strongly defended the position that he had
participated in the Kersting prograns with the objective of
making a profit. However, M. Thonpson was the only test case
petitioner to testify that M. Kersting had assured himthat his
prom ssory notes would not be enforced. Although M. Thonpson's
testinmony on this point nerely served to corroborate M.
Kersting's statenents to other Kersting program participants in
the confort letters, the circunstances indicate that M. Thonpson
participated in the trial of the test cases in part to lay the

groundwork for a defense against M. Kersting's earlier threats
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to collect on M. Thonpson's proni ssory notes.® Considering
M. Thonpson's m xed notivations, M. Thonpson was not fully
representative of the class of Kersting program participants
interested in contesting the Conm ssioner's determ nations

di sal l ow ng Kersting interest deductions.

M. Thonpson's testinony aside, M. Thonpson's settl enent
agreenent placed his counsel, M. DeCastro, in a conflict of
interest. In particular, M. Thonpson's settlenment agreenent was
altered so that M. DeCastro's attorney's fees in effect would be
paid out of tax refunds that were guaranteed to be paid to the
Thompsons. I n short, with M. Thonpson serving as a conduit,
Messrs. Sinms and McWade arranged for the Governnent to pay
M. DeCastro's attorney's fees to ensure that M. Thonpson woul d
ostensibly remain a test case petitioner. As observed by the
Court of Appeals, M. DeCastro "was the nmain beneficiary of the

[ Thonpson] settlement”. DuFresne v. Conm ssioner, 26 F.3d at

107. M. DeCastro's additional legal fee paid fromthe refunds
generated by the final Thonpson settlenent--$62, 225--was
di sproportionately high in relation to the anmount remaining in
i ssue for the Thompsons--$30,000 plus interest.
The record indicates that M. DeCastro had concl uded before

the trial of the test cases that Kersting program participants

% Although Judge Goffe was not inforned of M. Thonpson's
settlenment, M. Thonpson's dispute wth M. Kersting was
di scl osed to Judge CGoffe through M. Thonpson's testinony.
Consequent |y, Judge CGoffe was able to weigh M. Thonpson's
credibility on this point.
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did not have a viable case. He candidly admtted as nmuch to

M. lzen on the eve of the trial. Consistent with this view,

M. DeCastro had advised his clients, including the Thonpsons, to
try to obtain the best settlenents they could get and not abide
the outconme of the trial of the test cases. Before the final
sweet eni ng of the Thonpson settlenent, M. DeCastro had
effectively represented his clients, including the Thonpsons, in
obt ai ni ng a nunber of settlenents (wth the burnout feature) on
the order of 20 percent.

Agai nst this background, M. DeCastro's conflict in the
Thonpson cases becane acute when he agreed, in the context of the
final sweetening of the Thonpson settlenent to provide the
wherewithal to pay his legal fees, to continue to participate in
Messrs. Sinms' and McWade's schenme to keep the Thonpsons anong the
test cases petitioners and to provide the masquerade of trial
representation for the Thonpsons as one of the test cases.

Before the trial of the test cases, M. DeCastro had witten to
M. Huestis that M. Thonpson's participation in the trial
"appears to be wi se insurance to obtain cancellation of the

not es” .

M. MWade, wth the know edge of M. Sins, negotiated a
contingent settlenent agreenent with M. Cravens in advance of
the trial of the test cases. However, M. MWde intentionally
msled M. Cravens as to the nature and | egal effect of his
settlenment and the need for counsel at the trial of the test

cases. M. MWade inproperly advised M. Cravens that, by virtue
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of his settlenment, M. Cravens could not win or |ose and woul d
not need an attorney to represent himat the trial of the test
cases. In so doing, M. MWde foreclosed the possibility that

t he Cravenses woul d becone clients of Chicoine and Hallett, and
|ater, of M. lzen, and thereby reduced the effectiveness of

M. Cravens' presentations to the Court fromthe point of view of
all petitioners. The likelihood that M. Cravens woul d have

i nformed counsel for test case petitioners that his cases had
been settled was al so thereby reduced.

M. Cravens relied upon M. MWade' s advi ce and appeared at
the trial of the test cases w thout counsel, whereupon he was
informed by M. MWade that he would enjoy the better of the Tax
Court decision in the trial of the test cases or the previously
arranged settlenent agreenent. W have no doubt that M. Cravens
woul d have been better prepared and woul d have offered a nore
conpl ete case had he been represented by counsel at the trial of
the test cases. At a mninmum counsel could have assisted
M. Cravens in conpleting his testinony regarding his notivations
for participating in Kersting prograns and his belief that his
prom ssory notes were valid.

During the trial of the test cases and thereafter, Messrs.
Sims and McWade intentionally msled the Court and the renaining
test case petitioners regarding the status of the Thonpson and
Cravens cases. Messrs. Sins and McWade consciously conti nued
their efforts to mslead the Court during the evidentiary hearing

by denying that the Thonpson settlenment was a vehicle for paying
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M. DeCastro's |egal fees for representing the Thonpsons at the
trial of the test cases, by testifying that the Thonpson
settlenment was attributable to the Thonpsons' participation in

t he Bauspar program and by trying to cover up the bases for the
stipul ated decisions that were entered by the Court in the

Al exander cases.

M. MWde also failed to disclose to the Court his
understanding with M. Al exander and allowed M. Al exander to
offer msleading testinony to the Court during the trial of the
test cases. Although we are unable to find that M. MWde and
M. Al exander agreed before the trial to a specific reduction of
the Al exanders' tax liabilities in exchange for M. Al exander's
assi stance to M. McWade during the trial of the test cases, we
are convinced that M. MWide and M. Al exander had a general
understanding that the Al exanders' tax liabilities would be
reduced. 1In this regard, M. Al exander m sled the Court when he
anbi guously answered "Specifically, no." to M. lzen's question
at trial whether M. Al exander had an agreenent wth M. MWde

to reduce his tax liabilities.?®

% M. Alexander's response could be understood as a
statenent (consistent with the Court's finding in these cases)
that, although M. Al exander did not reach an agreenment with
M. MWade for a specific reduction in the anmount of his tax
deficiencies, he and M. MWude had a general understanding that
M. Alexander's tax liabilities would be reduced. Considering
the anmbiguity in M. Alexander's response, it seens surprising
that M. lzen did not pursue the matter further. In any event,
by virtue of M. MWde's duty of candor toward the Court, see
ABA Model Rul es of Professional Conduct rule 3.3, M. MWide was
obliged to disclose his understanding with M. Al exander to the
Court.
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In sum the record in these cases reveals a schene by
Messrs. Sinms and McWade to m slead the Court and mani pul ate the
test case procedure in a msplaced effort to enhance the already
overwhel m ng likelihood that respondent would prevail on the
merits of the Kersting adjustnments and their continuing efforts
at the evidentiary hearing to cover up what they had done.

D. Di scussi on

Petitioners unani nously advance the view that the Governnent
m sconduct should be considered a structural defect. W are
convinced that Messrs. Sins' and McWade's m sconduct diluted the
adversarial character of the presentation of what the Court and
the other petitioners were led to believe were the Thonpson and
Cravens test cases. To conclude, however, that the Governnent
m sconduct resulted in a structural defect in the trial of the
test cases, one al so nust accept the proposition that the harm
caused by the Government m sconduct pervaded and altered the
basic constitution of the trial nmechanismin all the test cases.

As previously indicated, Messrs. |zen and Jones contend that
the Governnment m sconduct in these cases includes the all eged
illegal search of M. Kersting's office and the issuance of
erroneous notices of deficiency. However, Messrs. |lzen and Jones
di sregard the fact that every court considering the matter has
rejected the contention that the search of M. Kersting's office

was illegal. See Kersting v. United States, 865 F. Supp. at 674-

675. In addition, the Court held in Dixon | that petitioners
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| ack standing to contest the alleged violation of M. Kersting's
Fourth Amendnent rights. Further, there is no credible evidence
in the record that respondent issued notices of deficiency to
Kersting program participants that were so erroneous as to render
theminvalid. Consequently, we will limt our consideration to
the m sconduct associated with the secret settlenents that
Messrs. Sinms and McWade entered with Messrs. Thonpson and Cravens
and M. MWade's understanding with M. Al exander

The inpact of the Governnent m sconduct in these cases nust
be evaluated in the context in which it occurred. Specifically,
whereas the typical structural defect case arises in a trial of a
single crimnal defendant, the test case procedures enployed in
t hese cases concern the tax liabilities of nore than 1,300
Kersting program participants who agreed to be bound by the
outcone in a trial of eight test case petitioners, six of whom
were represented by M. |zen.

Al t hough we are convinced that the Thonpson and Cravens
settlenments had the effect of diluting or dimnishing the

adversarial character of the presentation of their cases, we are

100 There is no evidence in the record that such errors as
have been discovered in Kersting project statutory notices were
attributable to an inproper intention of pressuring taxpayers.
However, the existence of such errors, see, e.g., R chards v.
Comm ssioner, T.C Meno. 1997-149, supplenented by T.C Meno.
1997-299, affd. wi thout published opinion 165 F.3d 917 (9th G
1998), should alert nontest case petitioners and their counsel in
nont est cases not yet disposed of to review their notices and
carefully conpare themwi th their return positions for the
t axabl e years in question.
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equal |y convinced that the Thonpson and Cravens settl enents
neither prevented M. lzen fromfully and fairly presenting his
clients' cases to the Court nor resulted in any reduction in the
ef fectiveness of his presentation on their behalves. There is no
indication in the record that the Thonpson and Cravens
settlenments affected M. lzen's trial preparation or trial
strategy, or his trial tactics or presentation. Although M.
Thonpson's testinony at the trial of the test cases that M.
Kersting had orally assured himthat his prom ssory notes woul d
be canceled in exchange for the return of Kersting stock may have
surprised M. lzen, the record reveals that M. |zen was well
aware that respondent intended to rely on the so-called confort
letters to establish the sane point. M. lzen's strategy--

concei ved before the trial of the test cases and conti nuing

t hrough the evidentiary hearing--was to rebut the confort letters
wi th evidence that Kersting corporations had initiated collection
litigation against Kersting program participants who failed to
make | oan paynments. |In addition to devel oping the testinony of
the test case petitioners that he represented, M. |zen cross-
exam ned Messrs. Thonpson, Cravens, and Al exander during the
trial of the test cases. Considering all the facts and

ci rcunstances, we are convinced that the m sconduct of Messrs.
Sims and McWade in connection with the Thonpson and Cravens
settlenments and the Al exander understanding did not alter the
basic framework within which the trial of the test cases was

conducted. W are convinced that the trial of the test cases
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served its fundanental function as the vehicle for redeterm ning
the tax liabilities of the broad array of test case petitioners
represented by M. |zen.

We are not persuaded by M. Sticht's argunent that the Court
effectively was precluded fromsupervising the trial of the test
cases because Judge CGoffe was not informed of the Thonpson and
Cravens settlenment agreenents. Judge CGoffe was aware that
Messrs. Thonpson and Al exander were hostile towards M. Kersting.
Al t hough a di scl osure of the Thonpson and Cravens settlenments and
t he Al exander understandi ng woul d have given Judge Goffe a nore
conpr ehensi ve basis for weighing their credibility, we do not
equat e Judge CGoffe's lack of knowl edge of the settlenents with
the proposition that he was precluded from supervising the trial
of the test cases. To the contrary, the record in the trial of
the test cases and the evidentiary hearing shows that Judge CGoffe
accurately assessed the credibility of Messrs. Thonpson, Cravens,
Al exander, and Kersting and maintained firmcontrol of the
pr oceedi ngs.

The Ninth Crcuit cases that M. Sticht relies upon for the
proposition that the nondi sclosures to the Court precluded Judge
CGoffe fromsupervising the trial of the test cases are readily

di stingui shable fromthe facts at hand. In United States v.

Noushfar, 78 F.3d at 1144-1145, the Court of Appeals held that
there was a structural defect in a crimnal trial in which the
trial judge abdicated control of the presentation of evidence by

allowing the jury to take into the jury roomtapes of the
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def endants' conversations that had never been played in open

court. In Rley v. Deeds, 56 F.3d at 1119, the Court of Appeals

hel d that there was a structural defect in a crimnal trial in
which, in the trial judge's absence, the trial judge's |law clerk
convened the court and permtted the court reporter to read back
part of the victims testinony to the jury. Considering the
obvi ous distinctions between the errors of om ssion of the trial
judges in the jury trial cases relied upon by M. Sticht, and
Judge CGoffe's role in the trial of the test cases, we reject M.
Sticht's structural defect argunment.

W |ikew se reject M. Sticht's argunent that a structural
defect occurred by reason of respondent's failure to inform
nont est case petitioners who signed piggyback agreenents that
two test case petitioners had received contingent settlenents.
Al though M. Sticht characterizes this failure as a structural
defect, M. Sticht's argunent amounts to little nore than a
breach of contract theory--a matter we address nore fully bel ow
In any event, we restate our earlier conclusion that the trial of
the test cases served its fundanental function as the vehicle for
redetermining the tax liabilities of M. lzen's test case
petitioners to enbrace the broader proposition that the nontest
case petitioners who signed piggyback agreenents recei ved what
t hey bargained for, an opinion and a series of decisions on the
merits in Dixon Il that covers a broad array of Kersting prograns

for the taxable years 1975 t hrough 1983.
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M. Sticht contends that M. lzen's representation of test
case petitioners does not provide a sound basis for concl udi ng
t hat the Governnent m sconduct did not cause a structural defect
inthe trial of the test cases. |In particular, M. Sticht points
to M. Kersting's interference in the Chicoine and Hallett
settl ement negotiations and his eventual firing of Chicoine and
Hal l ett, and M. lzen's alleged | ack of preparation for the
trial, as evidence that nontest case petitioners were not
af forded due process.

M. Kersting, the shelter pronoter, had the incentive and
initially the resources to finance the test case litigation. By
so doing, M. Kersting positioned hinself to influence or
determ ne the choice of counsel hired to represent the test case
petitioners, creating the potential for conflicts of interest.
M. Kersting repeatedly used his control of the purse strings to
interfere in the attorney-client relationships of participants
in his progranms, as evidenced by his attenpts to initiate
M. Seery's wthdrawal as test case counsel for the Thonpsons
and his efforts to forestall dissem nation to Kersting program
partici pants of Internal Revenue Service settlenent offers
solicited by M. Seery and by Chicoine and Hallett. The pattern
of interference continued in M. Kersting's firing of Chicoine
and Hallett as counsel for test case petitioners and encouragi ng

nont est case petitioners to recall their settlenment retainers
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from Chicoine and Hallett. The record of the evidentiary
hearing contains evidence that M. Kersting participated in and
per haps orchestrated efforts to create disaffection anong
M. Sticht's clients.

It is alsoironic--if true--that M. Kersting did not inform
M. lzen of the Thonpson and Cravens settlenments at or before the
trial of the test cases. |If M. Kersting had informed M. |zen
and M. lzen had informed Judge CGoffe, the trial m ght have been
somewhat del ayed, but the tax liabilities of the nonsettling
Kersting test case and nontest case petitioners would have been

finally resolved | ong ago, with attendant avoi dance or reduction

101 A | awyer who planned or helped to pronbte a tax shelter
or is otherwi se under the control of a tax shelter pronoter has a
conflict of interest in representing participants in the tax
shelter because he will not (or may not) give disinterested
advi ce regarding settlenent offers that may conflict with his
original advice or the interests of the pronoter. See Ew ng v.
Comm ssioner, 91 T.C. at 397 n.2; Para Techs. Trust v.
Comm ssioner, T.C Meno. 1992-575.

Chicoine and Hallett, in their retainer agreenents with the
test case petitioners and by their actions, made cl ear that
al t hough they were not averse to obtaining additional business,
they had no conflict of interest and that their primary |loyalty
was to their clients. M. Kersting fired Chicoine and Hallett
when, on the basis of their independent appraisal of the weakness
of the Kersting prograns, they tried to obtain the nost favorable
settlenments avail able on behalf of as nmany participants, test
case and nontest case petitioners, as possible. Because of his
potential personal liability for both pronoter penalties and
Federal inconme taxes, and his financial interest in trying to
vi ndi cate hinmself and his prograns, M. Kersting scuttled the
settlenments, fired Chicoine and Hallett, and found another
attorney to represent the test case petitioners in the trial of
the test cases. M. Kersting's |ack of sensitivity to the
conflict issue and counsel's obligation to issue disinterested
advice to clients is exenplified by his m splaced enphasis in
m scharacterizing Chicoine and Hallett's actions as primarily
stemmng fromfear of suit by their clients.
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of interest costs, |legal fees, and expenditure of private party,
adm nistrative, attorney, and judicial resources.

Neverthel ess, M. Kersting's m sconduct does not sonehow tip
the scale in favor of finding a structural defect in the trial of
the test cases. Wiile M. Kersting endeavored to keep all the
nont est case petitioners under his w ng through his nunerous
"Dear Friend" letters and through the hiring and firing of
counsel for test case petitioners, nontest case petitioners
shoul d have been alerted to the potential for and presence of
conflicts between their interests and those of M. Kersting by
M. Seery's wthdrawal as counsel, as well as by the firing of
Chi coine and Hallett. However, neither M. Kersting s paynent of
M. lzen's fees, nor our review of the record in Dixon II
suggests that M. lzen's representation of the test case
petitioners was inadequate, in the sense that there is anything
nore that he or any other attorney could have done that would
have led to a different outcone.

At the end of the day, the Governnent m sconduct in these
cases is not readily conparable to any of the fundanental
constitutional violations that the Supreme Court has identified
as a structural defect, e.g., denial of the right to counsel or
the right to self-representation, the right to an inparti al
judge, or the right to a public trial. 1In this regard, we are

m ndful of the Suprene Court's statenent in Arizona v.

Ful m nante, 499 U S. 279 (1991), that nost constitutional errors

are anenable to harm ess-error analysis. Considering all the
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facts and circunstances, including the unique nature of the test
case procedure, the specific configuration adopted for the trial
of the Kersting test cases, and M. lzen's ability fully and
fairly to present his clients' cases during the trial, we find
that the Governnment m sconduct did not result in a trial that was

fundanentally unfair. See id. at 308; see also Geer v. Mller,

483 U. S. 756, 768 (1987) (Stevens, J., concurring). Stated
differently, although we di sapprove Messrs. Sinms' and MWade's
m sconduct, as well as the m sconduct of M. Kersting and

M. DeCastro, we do not conclude that their m sconduct resulted
in a structural defect in the trial of the test cases mandating
either a newtrial or entry of decisions in petitioners' favor.

[1l. Harm ess Error Anal ysis

Al t hough we have concl uded that the Sinms-MWade m sconduct
did not result in a structural defect in the trial of the test
cases, we nust consider whether petitioners are entitled to a new
trial on the ground that the m sconduct resulted in reversible

error as opposed to harm ess error. See Arizona v. Fulm nante,

supra at 307-308. Although structural defect inquiries have
generally been limted to crimnal cases, reversible versus
harm ess error analysis appears in civil as well as crimnal
cases. 102

The Court's Rules of Practice and Procedure set forth the

principle of harm ess error as foll ows:

102 See generally Traynor, "The Riddle of Harml ess Error"
(1970).



- 234 -

Rul e 160. HARMLESS ERRCOR

No error in either the adm ssion or exclusion of
evi dence, and no error or defect in any ruling or order
or in anything done or omtted by the Court or by any
of the parties, is ground for granting a new trial or
for vacating, nodifying, or otherw se disturbing a
deci sion or order, unless refusal to take such action
appears to the Court inconsistent with substanti al
justice. The Court at every stage of a case wll
di sregard any error or defect which does not affect the
substantial rights of the parties.

Rule 160 is "substantially the sane as" rule 61 of the Federal
Rules of G vil Procedure. See 60 T.C 1144; see also Fed. R
Cim P. 52(a).

In civil cases, an error related to adm ssion of evidence or
attorney m sconduct is considered harmess if there is no
prejudicial effect and/or the error did not affect the judgnent.

See Chalmers v. Cty of Los Angeles, 762 F.2d 753, 761-762 (9th

Cir. 1985); see also Mateyko v. Felix, 924 F.2d 824, 827-828 (9th

Cr. 1991) (newtrial is warranted only if m sconduct affected
the verdict). The standard of proof in such cases is normally

cl ear and convincing evidence. See, e.g., Bunch v. United

States, 680 F.2d at 1283.
The Suprene Court has adopted a simlar standard for
reviewing errors associated with prosecutorial m sconduct in

crimnal cases. See United States v. Bagley, 473 U S. 667

(1985); Smith v. Phillips, 455 U. S. 209 (1982); United States v.

Agurs, 427 U. S. 97 (1976); Gglio v. United States, 405 U. S. 150

(1972); Brady v. Maryland, 373 U. S. 83 (1963); Napue v. Illinois,
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360 U.S. 264 (1959).%'% In crimnal cases, the Governnent
generally is obliged to show beyond a reasonabl e doubt that the

all eged error did not affect the verdict. See Arizona V.

Ful m nante, supra at 295-296; Chapnan v. California, 386 U S. at

24.

Consistent with the approach of the cases on harmnl ess error
in both the civil and crimnal contexts, our inquiry is not
focused on the nerits of the matter or the correctness of the
result in Dixon Il, as such, but on what Justice Roger Traynor,
in his semnal essay, "The Riddle of Harml ess Error" (1970),
called the "effect on the judgnent" test of harm ess error. |1d.
at 22.1% W therefore will assess the effects of the Sinms-MWde
m sconduct in the cases at hand in the Iight of evidence
presented at the trial of the test cases and the evidentiary
hearing in order to determ ne whether the Governnment m sconduct
was material to the outconme of the trial of the test cases.

Arizona v. Fulnmnante, supra at 307-308; United States v. Badl ey,

supra at 679-680 n. 9.

103 Al t hough these crimnal cases concern the prosecutor's
use of false testinony, as well as the prosecutor's suppression
of excul patory and i npeachnent evidence, we believe they are
sufficiently anal ogous to the cases at hand where, at a m ni num
t he Thonpson and Cravens secret settlenments and the Al exander
under st andi ng coul d be viewed either as evidence that was
i mproperly admtted or inpeachnent evidence that was inproperly
excl uded.

104 For a nore recent espousal of the sane test in a
di scussion limted to crimnal cases see Edwards, “To Err Is
Human, But Not Al ways Harm ess: Wen Shoul d Legal Error Be
Tol erated?”, 70 N.Y.U L. Rev. 1167 (1995).
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Al t hough our task has been nade onerous by the magnitude of
the record of the original trial and the evidentiary hearing, the
task has been facilitated by the Court's detailed and
discrimnating findings of fact and di scussion of |law in Dixon
1, as required by section 7459(a). W are not confronted by the
opacity of a jury general verdict or cursory findings by a trial
judge sitting without a jury. See Traynor, supra at 22-25. W
reject M. Sticht's assertions that we are engagi ng in sheer
specul ati on or enbarking on uncharted waters in proceeding with
the reversible error versus harm ess error anal ysis mandated by
the Court of Appeals. The road nmap provided by the Court's
findings and opinion in Dixon Il could not be nore detailed and
specific inrelation to the record of the trial and the
evi dentiary heari ng.

We therefore will first review the Court's Dixon |l opinion
and then consider the relative inportance of the testinony and
evi dence of Messrs. Thonpson, Cravens, and Al exander to the
Court's holdings in D xon Il

A. Revi ew of Di xon |1

The Court's opinion in Dixon Il contains a detailed
description of the various Kersting progranms and a conprehensive
anal ysis in support of the Court's determnation to sustain
respondent’'s di sall owances of Kersting interest deductions. In
Dixon I'l, the Court held that the Kersting | oans were sham

transactions | acki ng econom c substance, that the | oans did not
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constitute genuine debt, and that interest was not "paid" on
Kersting |l oans within the neaning of section 163.

1. M. Kersting's Lack of Credibility

In Dixon |Il, the test case petitioners bore the burden of
proof and were required to show by a preponderance of the
evi dence that respondent's determ nations disallow ng Kersting
i nterest deductions were erroneous. See Rule 142(a). As
di scussed below, it is evident the test case petitioners' efforts
to satisfy their burden of proof were frustrated by the | ack of
credibility of their principal wtness, M. Kersting.

Judge CGoffe made it abundantly clear in Dixon Il, on the
bases of both his observations of M. Kersting at trial and his
review of the record, that M. Kersting | acked credibility,
particularly his testinony having a bearing on the tax viability
of his prograns. Exanples cited by Judge CGoffe as evidence of
M. Kersting's lack of credibility included his fal se testinony
regarding: (1) The filing of tax returns for Kersting
corporations; (2) the reasons behind the closing of Kersting
accounts at Hawaii National Bank; (3) the level of Gabriele
Kersting's participation in daily corporate operations; (4) the
reasons for the frequent creation of new acceptance corporations;
and (5) the nethods used to val ue Kersting stock. See D xon II
62 T.C M (CCH) at 1482, 1484, 1487, 1991 T.C M (RIA, at 91-

3024 to 91-3025, 91-3026 to 91-3027, 91-3029 to 91-3031.
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2. Sham Anal ysi s

The Di xon Il opinion reveals that Judge CGoffe relied upon
evi dence that was both qualitatively and quantitatively
substantial in support of the conclusion that the Kersting stock
transactions in dispute were shans. Al though acknow edgi ng that
sone Kersting corporations engaged in businesses unrelated to the
di sputed Kersting prograns, Judge CGoffe concluded that the
viability and activities of the various Kersting corporations
were not determ native of whether the specific Kersting
transactions in dispute were shans. See id. at 1485-1486, 1991

T.CM (RIA), at 91-3028; see also ACM Partnership v.

Conmi ssioner, T.C. Menp. 1997-115, affd. on this issue 157 F. 3d

231, 260 (3d Gr. 1998).

Judge CGoffe reviewed the relevant testinony and particul ar
circunst ances of each test case petitioner and concluded that the
presence of several factors common to all of theminvariably
required the finding that petitioners had no subjective business
purpose for engaging in the Kersting prograns other than tax
avoi dance. In particular, Judge CGoffe found that the test case
petitioners entered into the Kersting progranms wthout specific
know edge about the Kersting corporations involved, the
industries in which they operated, and the inpact of prevailing
econom ¢ conditions on their investnent decisions, and w t hout
obt ai ning the assistance of an independent adviser. Judge Coffe
further found that the test case petitioners entered into the

Kersting prograns w thout regard to whether the purchase price
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for the stock that they purported to purchase was reasonabl e and
appropriate. See Dixon Il, 62 T.C M (CCH) at 1486-1491, 1991
T.CM (RA, at 91-3027 to 91-3034. Indeed, Judge CGoffe found
that M. Kersting had failed to explain clearly, consistently, or
credi bly how he had determ ned the val ue of Kersting stock upon
both its sale and reacquisition fromtest case petitioners and

ot her Kersting program participants. See id. at 1487, 1991
T.CM (RA, at 91-3030.

Judge CGoffe noted that M. Cravens had testified that his
purpose for entering into the Kersting prograns was "mainly" for
tax shelter, that M. Cravens had failed to offer any other
reason for his participation in the Kersting prograns, and that
M. Cravens had opened and closed two Kersting prograns (stock
subscription plans) during a 2-year period (1979 and 1980)

W t hout any econom c profit or |oss other than being out-of -
pocket the cash paynents on his |everage notes. See id. at 1488,
1991 T.C M (R A), at 91-3031.

As with several other test case petitioners, Judge Coffe
di sregarded M. Thonpson's testinony that he expected to profit
fromhis participation in the Kersting progranms on the ground
that M. Thonpson's testinony was vague and not supported by the
record. Judge CGoffe rejected M. Thonpson's argunent that his
participation in the First Savings acquisition contributed to his
profit notive for participating in the Kersting prograns at
issue. See id. at 1489-1490, 1991 T.C M (RIA), at 91-3032 to

91- 3033.



- 240 -

Judge CGoffe further concluded that the test case petitioners
failed to show that the Kersting progranms had econom c substance
beyond the creation of tax benefits. Relying primarily upon the
manner in which M. Kersting actually operated the prograns,
Judge CGoffe found that there was little if any |ikelihood of
either corporate profitability or shareholder profitability.
Even assum ng sone |evel of corporate profitability and a
related increase in the value of Kersting stock, Judge Coffe
found it significant that no evidence was offered either through
M. Kersting or the test case petitioners that Kersting program
participants were ever in a position to sell their stock at an
i ncreased value relative to the purchase price of the stock
Finally, Judge Goffe found that M. Kersting routinely
di sregarded standard corporate practices. See id. at 1491-1494,
1991 T.C M (RIA), at 91-3034 to 91-3038.

Consistent with his findings that the test case petitioners
had no business purpose for entering into the Kersting prograns
ot her than tax avoi dance and that the transactions |acked
econom ¢ substance, Judge CGoffe held that the stock transactions
were shans.

3. Lack of Genui ne Debt/Waltz of Funds

After concluding that the stock transactions were shans,
Judge CGoffe went on to consider whether the prinmary and | everage
| oans constituted genuine debt that qualified for deduction under
section 163(a). Judge CGoffe independently exam ned each of the

Kersting prograns and | oans in dispute.



- 241 -

i Subscri ption | nterest

Rel yi ng upon the specific | anguage in the stock subscription
agreenents underlying the stock subscription plan and the | easing
corporation plan, Judge Goffe held that the agreenents, standing
al one, did not create an unconditional debt obligation. See id.
at 1494-1496, 1991 T.C.M (RIA), at 91-3038 to 91-3040.

Judge CGoffe further denied deductions for subscription
i nterest under the Stock Subscription and Leasi ng Corporation
Pl ans on the ground that such interest was not "paid' wthin the
meani ng of section 163(a). In so holding, Judge Goffe focused on
M. Kersting's practice of carrying out a circular flow of checks
anong Kersting corporations and investors at the same bank on the

sane day--the so-called waltz of funds. See, e.g., Davison v.

Commi ssioner, 107 T.C. 35 (1996), affd. per curiam 141 F. 3d 403

(2d Cir. 1998). In particular, Judge CGoffe identified two
specific instances in which M. Kersting waltzed funds affecting
Stock Subscription Plans. In one instance, M. Kersting waltzed
primary |l oan funds; in the other instance, he waltzed | everage

| oan funds. Relying upon evidence that there were several other
potential waltz situations across the board with respect to the
stock purchase plan, the stock subscription plan, and the | easing
corporation plan, Judge Goffe found that waltzes were essenti al
el ements of all the Kersting stock transactions. See Dixon 1|1
62 T.C.M (CCH at 1496-1499, 1991 T.C.M (R A), at 91-3040 to
91- 3043.
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ii. Pri mary Loans

Judge CGoffe determ ned that several features of the primary
| oans prevented them from bei ng genui ne debt in substance.
First, Judge CGoffe found that M. Kersting and program
partici pants had an understanding at the comencenent of a
program as reflected in a nunber of so-called confort letters,
that a primary | oan obligation could be satisfied in full at any
time by a nere surrender of the associated stock certificate. |In
so finding, Judge CGoffe rejected M. Kersting's testinony that he
did not represent to program participants that they could
exchange their stock for cancellation of a primary note at any
time. To the contrary, Judge CGoffe listed the follow ng nine
itenms in support of his conclusion that M. Kersting applied the
policy outlined in his so-called confort letters to all program
participants: (1) M. Thonpson's testinony that M. Kersting
assured himof the exchange policy; (2) M. Kersting's
description of a stock subscription plan to M| Harr; (3)
Gabriele Kersting's formletter to test case petitioner Terry D.
Onens describing a stock subscription plan; (4) M. Kersting's
formletter describing a | easing corporation plan; (5)
M. Kersting's formletter issued on the first anniversary of a
| easi ng corporation plan; (6) M. Kersting's acknow edgnent in a
confort letter that such a letter would be issued to "every
participant * * * if it would not weaken YOUR position with the
IRS"; (7) M. Kersting's broad statenent in a |later confort

letter that "W will always repurchase the stock issued at a
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price sufficient to allow a borrower to discharge all of his
debt"; (8) M. Kersting's statenents in a credit-reference letter
witten on behalf of a programparticipant; and (9) a formletter
i ssued to test case petitioner Jerry R Dixon describing the
process for the termnation of his participation in a stock
purchase plan. See id. at 1499-1500, 1991 T.C M (RIA), at 91-
3043 to 91-3044.

Continuing his analysis, Judge Goffe concluded that, even
assum ng that there was no prearranged understandi ng between
M. Kersting and program participants, neither M. Kersting nor
the program participants ever contenplated that the principa
obligation on a primary | oan woul d be paid except by a surrender
of the underlying stock. Judge Goffe reached this concl usion
after finding that: (1) No evidence was produced of a primary
note ending up in the hands of anyone not associated with
M. Kersting; (2) primary |oans issued during |ater years
i ncl uded an express notation that they were nonnegoti abl e and
nonassi gnabl e; and (3) primary | oans were unsecured, with the
primary notes failing to list even the purchased stock as
collateral. See id. at 1500, 1991 T.C.M (RIA), at 91-3044.
Judge CGoffe further concluded that program participants woul d not
have assuned liability for the high |l evel of debt that the
primary | oans represented, considering their |ack of
under st andi ng of the Kersting corporations in which they were
purportedly investing, "unless they had no expectation or

intention of ever paying off those |loans with cash". [d.
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Judge CGoffe found additional support for his conclusion that
the primary | oans did not constitute genuine debt in
M. Kersting' s backdating of docunents relevant to the | oan
transactions and the apparent waltz of primary | oan funds under
the stock purchase plan and the | easing corporation plan. See
id. at 1500-1502, 1991 T.C.M (RIA), at 91-3044 to 91-3046

Judge CGoffe held in the alternative that, even assum ng t hat
the primary | oans represented genui ne debt, the test case
petitioners had failed to show that they actually "paid" interest
on the primary loans within the neaning of section 163(a)
i nasmuch as M. Kersting apparently waltzed | everage | oan funds
that were used to pay interest on primary |loans. See id. at
1502, 1991 T.C.M (R A), at 91-3046.

iii. Leverage Loans

Judge Coffe determ ned that | everage | oans did not represent
genui ne debt because of several factors, including the waltzing
of funds, backdating of docunents, substance not follow ng form
and nutual expectations that program participants would not incur
personal liability for the principal anounts of the |everage
| oans. See i1d. at 1502-1503, 1991 T.C M (RIA), at 91-3046 to
91-3047.

4. Collection Litigation

As previously discussed, M. lzen offered evidence on behalf
of test case petitioners that various Kersting corporations
initiated collection actions agai nst Kersting program

participants in an attenpt to rebut respondent's evi dence that
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there was a nutual understandi ng between M. Kersting and his
program participants that primary and | everage | oans woul d not be
enforced. Judge CGoffe rejected the collection litigation
evidence as a basis for sustaining the validity of the Kersting
| oans as foll ows:
As illustrated by Kersting's pay-or-else letter
to over 30 clients on Septenber 25, 1980, and his 1986

correspondence with the Thonpsons, his overriding
concern was to be conpensated by neans of |everage | oan

i nterest. It was this anobunt that even he often
referred to as a "fee" or a deductible "cost" of tax
deductions. |In encouraging clients by neans of the

Sept enber 25, 1980, letter to "discharge the debt to
whi ch you are a party," he sought only small anounts
that could not have represented typical primary or

| everage loans. H s letters to the Thonpsons indicate
that he only threatened or pursued collection of
princi pal obligations when the investor neglected or
refused to pay |l everage loan interest. This rare
occurrence, which Kersting did not testify he either
i ntended or expected, is not sufficient to transform
any of petitioners' |oans from Kersting corporations
i nt o genui ne recourse indebtedness.

ld. at 1506, 1991 T.C M (RIA), at 91-3049 to 91-3050.

5. CAT-FIT Pl an

Judge CGoffe found that the record in the trial of the test
cases did not provide a basis for the Court to understand fully
how t he CAT-FIT program operated or how M. Kersting intended the
programto operate. 1In any event, Judge Goffe concluded that:
(1) The CAT-FIT programwas a shamtransaction that provided no

econoni ¢ benefit other than the creation of tax |osses; (2) the

105 The test case petitioners who participated in the CAT-
FIT programincluded the D xons, DuFresnes, Omenses, and
Hongserneiers. See Dixon Il, 62 T.C M (CCH at 1507, 1991
T.CM (RIA), at 91-3050 to 91-3051
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CAT-FIT primary | oan did not constitute genuine debt because the
parti es never contenplated that such | oans woul d be paid except
by nmeans of a redenption of the investnent certificate; % (3)
CAT-FIT participants did not pay interest on primary | oans
insofar as M. Kersting waltzed | everage |oan funds; (4) the CAT-
FIT |l everage |l oan did not constitute genui ne debt inasnuch as (a)
Kersting program participants failed to denonstrate how t he

| everage | oan principal obligations were satisfied or intended to
be satisfied; and (b) M. Kersting waltzed | everage | oan funds;
and (5) the CAT-FIT primary and | everage |loans did not result in

al |l owabl e i nterest deducti ons under the rationale of Goldstein v.

Comm ssioner, 364 F.2d 734 (2d Cr. 1966) (form of transaction

wi Il not be exalted over substance when sol e objective of
transaction is an interest deduction, even if transaction has
some mnimal econom c gain potential), affg. 44 T.C. 284 (1965).
See Dixon Il, 62 T.C M (CCH at 1508-1509, 1991 T.C M (R A, at

91-3051 to 91-3053.

106 Judge Goffe further concluded that the CAT-FIT prinmary
| oan did not constitute genui ne debt insofar as the record
indicated that M. Kersting had waltzed prinmary | oan funds. See
Dixon Il, 62 T.C.M (CCH) at 1508, 1991 T.C M (R A), at 91-3052.

7 In this regard, Judge Goffe rejected the test case
petitioners' attenpt to show that CAT-FIT | everage | oans were
genui ne recourse debt through evidence of collection litigation
brought agai nst George Vernmef. See Dixon Il, 62 T.C M (CCH at
1509, 1991 T.C. M (RIA), at 91-3053.
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6. Additions to Tax

i Negl i gence

Judge Coffe sustai ned respondent's determ nations that the
test case petitioners were liable for additions to tax for
negligence. In particular, Judge Goffe found that the test case
petitioners failed to show that they were unsophisticated
t axpayers, that they relied upon independent return preparers or
tax advisers, the nature of any professional advice that they may
have received, or that any such professional advice was based
upon a disclosure of all of the relevant facts. See id. at 1512-
1513, 1991 T.C M (RIA), at 91-3056 to 91-3057. 18

ii. Late Filing

Judge Coffe sustained respondent's determ nation that the
Thonpsons were liable for the addition to tax for late filing
under section 6651(a)(1) for 1981 on the ground that they did not
contest the matter and were deened to have conceded the point. 1
See id. at 1513, 1991 T.C M (R A), at 91-3057.

iii. Substantial Understatenent

Judge Coffe sustained respondent's determ nation that the

Youngs and the DuFresnes were liable for additions to tax for

108 Al t hough Judge Gof fe sustained respondent's
determ nations that the test case petitioners were |liable for
additions to tax for negligence, nontest case petitioners who
si gned post-1985 pi ggyback agreenents were to be relieved of
liability for such additions to tax for tax years before 1982.
See supra pp. 43-45.

109 We note that the Thonpsons had no need to contest this
addition to tax by virtue of their settlenent agreenent.
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substantial understatenents of their incone tax liabilities for
the taxable years 1982 and 1983 at a rate equal to 10 percent of
t he underpaynent. In short, the Youngs and the DuFresnes had
contested the addition to tax only insofar as their liabilities
depended upon respondent's prevailing on their deficiencies to a
sufficient extent to exceed the substantial understatenent

t hreshol d of section 6661(b)(1)(A) (deficiency nust exceed
greater of 10 percent of the tax required to be shown on the
return, or $5,000). See id. at 1513-1514, 1991 T.C M (RIA), at
91- 3058.

iv. | ncreased | nt erest

Judge Coffe sustained respondent's determ nations that the
Thonpsons were liable for interest conputed at the increased rate
prescribed in section 6621(c) for 1981, that the Youngs were
|iable for such increased interest for the taxable year 1982, and
that the DuFresnes were liable for such increased interest for
t he taxabl e years 1982 and 1983.%° |n short, Judge Coffe
sust ai ned these determ nations on the ground that the Court had
al ready determ ned that the test case petitioners' underpaynents
were attributable to "tax notivated transactions"; viz, sham
transactions, as provided in section 6621(c)(3)(A(v). See id.

at 1514, 1991 T.C.M (RIA), at 91-3058.

110 Nont est case petitioners who signed post-1985 piggyback
agreenents agreed to be bound by the Court’s determ nation in the
test cases regarding the applicability of sec. 6621(c).
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B. Di scussi on

Whet her the Governnment m sconduct in these cases constitutes
reversible error as opposed to harm ess error does not turn on
the "culpability of the prosecutor” but on whether nondi scl osure
of the Thonpson and Cravens settlenents and the Al exander
under standing was material to the outcone in Dixon Il. See Smth

v. Philips, 455 U S. at 219; Brady v. Maryland, 373 U S. at 87;

Mat evko v. Felix, 924 F.2d at 827-828; Chalners v. Cty of Los

Angeles, 762 F.2d at 761-762. W evaluate the inpact of the
Gover nnent m sconduct on the outcone in Dixon Il on the basis of
the entire record.

1. M. Cravens

M. MWde's settlenment agreenent with M. Cravens pl aced
a cap on the Cravenses' tax liabilities for 1979 and 1980.
However, we have found that M. MWde deliberately m sl ed
M. Cravens regarding the nature and effect of his settlenent.
In particular, M. MWde initially msinformed M. Cravens that
he could neither win nor lose at the trial of the test cases as
the basis for advising himthat he need not retain counsel.
Rel ying on this msinformation and bad advice, M. Cravens
appeared at the trial of the test cases w thout counsel. M.
Cravens was surprised when M. MWade informed himimedi ately
before his testinony at the trial of the test cases that he would
receive the better of his earlier settlenent or a Tax Court

decision in favor of the test case petitioners.



- 250 -

M. Cravens' testinony at the trial of the test cases was
brief. M. Cravens testified that he participated in stock
subscription prograns in 1979 (Candace) and 1980 (Delta).

M. Cravens testified that he participated in the Kersting
progranms mainly for the tax benefits; he did not offer any other
notivation for his participation. M. Cravens did not testify
regarding the validity of his prom ssory notes or his |evel of
sophistication as an investor. M. Cravens testified that he
closed out his participation in the Kersting progranms by
endorsing his stock certificates and returning themto M.
Kersting in exchange for his prom ssory notes.

Al t hough we believe that M. Cravens' testinony at the trial
of the test cases was truthful in all material respects, we do
bel i eve that counsel could have assisted M. Cravens in
presenting a nore detailed and better organi zed case,
particularly with regard to M. Cravens' notivation for
participating in M. Kersting's prograns and M. Cravens' view of
the validity of his prom ssory notes.

We have al so found that Messrs. Sinms and Mc\Wade m sl ed the
Court and the remaining parties to these cases by not disclosing
the Cravens settlement before the trial of the test cases. W
recogni ze that Judge CGoffe m ght have renoved the Cravens cases
fromthe test case array had he been informed of their settl enent
before the trial. Indeed, an argunent can be nade that Judge

Gof fe woul d have renpved the Cravens cases fromthe test case
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array, inasnmuch as the renmaining test cases provided full
coverage of the Kersting prograns and taxable years in dispute.
Under the circunstances, we nmust weigh the inpact of the
Government m sconduct in the Cravens cases on two |levels. First,
because M. McWade led M. Cravens to believe that he did not
need counsel at the trial of the test cases, we nust consider
whet her M. Cravens' pro se status (and attendant |ack of
preparati on and organi zation) was material to the outcone in the
trial of the test cases. Second, because Judge Goffe m ght
have renoved the Cravens cases fromthe test case array if he had
known that they had been settled, we nust consider whether M.
Cravens' testinmony was material to the outconme in Dixon Il. As
di scussed in greater detail below, we are convinced that the
outcone in Dixon Il would not have been different irrespective of
whet her M. Cravens had been represented at trial by conpetent
counsel or whet her Judge Goffe would have excluded M. Cravens'
testinmony in its entirety.

i Sham Anal ysi s

We will assune that, but for M. MWde's interference,
M. Cravens woul d have appeared at the trial of the test cases
wi th counsel and testified (consistent with the testinony of the
other test case petitioners) that he participated in the Kersting
prograns with a view towards making a profit and that his
prom ssory notes constituted genuine indebtedness. Neverthel ess,

on the basis of our review of Dixon Il, we are convinced t hat
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M. Cravens' testinony would not have changed Judge CGoffe's
conclusion that the test case petitioners had no busi ness purpose
for participating in the Kersting prograns. Judge CGoffe relied
upon factors common to all test case petitioners in rejecting
their testinony that they had entered into the Kersting
transactions with a view towards making a profit on stock
appreciation. Specifically, Judge CGoffe found that the test case
petitioners participated in the Kersting prograns w thout regard
to whether the purchase price for the stock that they purported
to purchase was reasonabl e and appropriate, and w thout specific
know edge about the Kersting corporations involved, the

i ndustries in which they operated, or the inpact of prevailing
econom ¢ conditions on their investnent decisions. Under the

ci rcunstances, we are convinced that M. Cravens' pro se status
was not material to Judge CGoffe's holding that the test case
petitioners had no business purpose for participating in the
Kersting transactions.

We are also convinced that M. Cravens' testinony was not
material to Judge Goffe's holding that the test case petitioners
| acked a business purpose for participating in the Kersting
prograns. In particular, although M. Cravens testified that he
participated in the Kersting prograns mainly for the tax
benefits, we are convinced, upon the basis of Judge CGoffe's
conprehensi ve analysis of the test case petitioners' |ack of

busi ness purpose, that M. Cravens' testinony on this point was
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cunul ative of other evidence in the record and was not materi al
to Judge CGoffe's hol ding.

Judge CGoffe al so concluded that the test case petitioners
failed to prove that the Kersting prograns had econom ¢ substance
beyond the creation of tax benefits. Relying primarily upon the
manner in which M. Kersting actually operated the prograns,
Judge CGoffe found that there was little if any |ikelihood of
either corporate profitability or shareholder profitability, that
there was no evidence that Kersting program participants were in
a position to sell their stock at an increased value relative to
t he purchase price of the stock, and that M. Kersting routinely
di sregarded standard corporate practices. Because Judge CGoffe
focused on the manner in which M. Kersting actually operated the
prograns, we are convinced that M. Cravens' pro se status was
not material to Judge CGoffe's holding that the Kersting prograns
| acked econom c substance.

Simlarly, we are convinced that M. Cravens' testinony was
not material to Judge Goffe's holding on this point. Although
M. Cravens had termnated his participation in consecutive stock
subscription plans in 1979 and 1980 w t hout any econom c benefit,
we note that none of the test case petitioners presented any
evi dence that they enjoyed any econom c benefit fromtheir
participation in the Kersting prograns in dispute. In this
light, we are convinced that M. Cravens' testinony was
cunmul ati ve of other evidence and was not material to Judge

CGoffe's holding that the test case petitioners failed to prove
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that the Kersting prograns had econom ¢ substance beyond the
creation of tax benefits.

ii. Lack of Genui ne Debt/Waltz of Funds

Judge CGoffe al so concluded that the test case petitioners
failed to show that Kersting prom ssory notes constituted genui ne
debt or that interest was actually "paid" on the loans wthin the
meani ng of section 163(a). As previously nentioned, M. Cravens
participated in consecutive stock subscription plans in 1979 and
1980. Relying upon the specific | anguage used in stock
subscription agreenents underlying the stock subscription plan
and the | easing corporation plan, Judge CGoffe held that the
agreenents, standing alone, did not create an unconditional debt
obligation. Judge Goffe further denied deductions for
subscription interest under the Stock Subscription Plan and the
| easi ng corporation plan on the ground that such interest was
not "paid" wthin the neaning of section 163(a) by virtue of
M. Kersting's waltz of funds. |In particular, Judge CGoffe
identified two specific instances in which M. Kersting waltzed
funds affecting stock subscription plans. 1In one instance, the
wal tz concerned primary | oan funds, while in the other the waltz
concerned | everage | oan funds. Considering the bases for Judge
CGoffe's anal yses on these points, we are convinced that neither
M. Cravens' pro se status nor his testinony was material to
Judge CGoffe's holdings that the test case petitioners failed to

show t hat Kersting prom ssory notes constituted genui ne debt or
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that interest was actually "paid" on Kersting loans within the
meani ng of section 163(a).

In sum we conclude that the Governnent m sconduct relating
to the Cravens cases constituted harm ess error with respect to
Judge CGoffe's holdings that the Kersting transacti ons were shans,
that the | oans underlying the various Kersting prograns did not
constitute genuine indebtedness, and that interest was not paid
on Kersting loans within the neaning of section 163(a).

2. M. Thonpson

M. MWade's settlenment agreenent with M. Thonpson placed a
cap on the Thonpsons' tax liabilities for the taxable years 1979,
1980, and 1981, and ensured that the Thonpsons woul d receive
refunds of tax and interest previously remtted to respondent
for those years. The Thonpson settl enment was anended shortly
before the trial of the test cases to assure that the refunds
that the Thonpsons woul d receive woul d be nore than sufficient
to pay M. DeCastro's attorney's fees. The Thonpson settl enent
created conflicts of interest for M. Thonpson and M.
DeCastro. !

By virtue of his settlenent, M. Thonpson was in a position
to use the trial of the test cases as a forumeither to attenpt

to further reduce his personal tax liabilities by contesting

11 M. DeCastro's conflict in the Thonpson cases becane
acute when he agreed, in the context of the final revision to the
Thonpson settlenent, to participate in Messrs. Sins and McWade' s
schene to keep the Thonpsons anong the test cases petitioners and
to provide the masquerade of trial representation for the
Thonpsons as one of the test cases.
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respondent's deficiency determnations or to air his grievances
agai nst M. Kersting and possibly achi eve sone advant age agai nst
M. Kersting's threats to collect on M. Thonpson's prom ssory
notes. Qur review of M. Thonpson's testinony at the trial of
test cases, which testinony was both favorabl e and detri nental

to the cause of the test case petitioners, suggests that

M . Thonpson may have viewed the trial of the test cases as an
opportunity to attenpt to attain both objectives. On the one
hand, M. Thonpson sought to prove that, because of his prior

i nvol venent in the First Savings acquisition, he had a legitinate
busi ness purpose; i.e., a profit notive, for participating in

M. Kersting's prograns. On the other hand, M. Thonpson was the
only test case petitioner to testify that M. Kersting had orally
assured himthat prom ssory notes would not be enforced.

Despite M. Thonpson's apparently conflicting objectives, we
are convinced that M. Thonpson's testinony at the trial of the
test cases was truthful. Although M. Thonpson testified that
M. Kersting had assured himthat prom ssory notes would not be
enforced, M. Thonpson's testinony nerely corroborated
M. Kersting's witten assurances or confort letters to so-called
"nervous Nellies". Moreover, in a March 1986 letter, M.
Kersting had confirmed to M. Thonpson that his prom ssory notes
woul d be canceled if M. Thonpson would surrender all rel evant
stock certificates to M. Kersting. It appears that M. Kersting

| ater reneged on this confirmation by requiring that M. Thonpson
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al so pay $11,844 to M. Kersting for interest purportedly due on
certain leverage loans; i.e., M. Kersting' s fees.!?

We have found that Messrs. Sinms and McWade m sl ed the Court
and the remaining parties to these cases by not disclosing the
Thonpson settl ement before the trial of the test cases. As with
M. Cravens, an argunent can be made that Judge Goffe woul d have
removed the Thonpson cases fromthe test case array, inasnuch as
the remai ning test cases provided full coverage of the Kersting
prograns and taxable years in dispute. Proceeding on the
assunption that Judge CGoffe would have precluded M. Thonpson
fromtestifying at the trial of the test cases, we consider
whet her M. Thonpson's testinony was material to the outcone in
D xon 11.

i Sham Anal ysi s

Judge Coffe relied upon factors common to all the test case
petitioners in rejecting their testinony that they had entered
into the Kersting transactions with a business purpose. Those
factors included the test case petitioners' participation in the
Kersting prograns w thout regard to whether the purchase price
for the stock they purported to purchase was reasonabl e and
appropriate, and w thout specific know edge about the Kersting
corporations involved, the industries in which they operated, or

the i npact of prevailing economc conditions on their investnent

12 1n Dixon Il, Judge Goffe concluded that interest
paynments on | everage |l oans reflected M. Kersting's fee for
generating interest deductions. Dixon Il, 62 T.C.M (CCH) at

1506, 1991 T.C.M (R A), at 91-3050.
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deci sions. Although M. Thonpson's testinony regarding profit
notive was favorable to the test case petitioners' cause, Judge
CGoffe rejected his testinony as vague and unsupported by the
record. Because Judge Coffe rejected the testinmony of all the
test case petitioners in holding that they had not entered into
the Kersting transactions with a business purpose, we are
convinced that M. Thonpson's testinony was not material to Judge
CGoffe's hol ding on the point.

Judge CGoffe also held that the test case petitioners had
failed to prove that the Kersting transactions had econom c
substance beyond the creation of tax benefits. |In particular,
Judge CGoffe focused on the manner in which M. Kersting actually
operated the prograns, the lack of corporate profitability or
sharehol der profitability, the absence of any evidence or
i kelihood that Kersting program participants were or would ever
be in a position to sell their stock at an increased val ue
relative to the purchase price of the stock, and M. Kersting's
routine disregard of standard corporate practices. Because Judge
CGoffe focused on the manner in which M. Kersting actually
operated the prograns, we are convinced that M. Thonpson's
testimony was not material to Judge Goffe's holding that the
prograns | acked econom ¢ substance.

ii. Lack of Genui ne Debt/Waltz of Funds

Judge CGoffe relied upon the specific | anguage of the stock
subscri pti on agreenents underlying the Stock Subscription Plan

and the Leasing Corporation Plan to conclude that the agreenents,
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standi ng al one, did not create unconditional debt obligations.
Considering the narrow basis for Judge Goffe's holding, we are
convinced that M. Thonpson's testinony was not material to this
hol di ng.

Judge CGoffe sustained respondent's disall owance of
deductions for subscription interest under the stock subscription
pl an and the | easing corporation plan on the ground that such
interest was not "paid" within the neaning of section 163(a) by
virtue of M. Kersting's practice of waltzing |oan funds. Judge
CGoffe identified two specific instances in which M. Kersting
wal t zed funds affecting both primary and | everage | oans
underlying the stock subscription plan. M. Thonpson's testinony
was not material to Judge Goffe's finding that M. Kersting nmade
a practice of waltzing | oan funds.

Judge CGoffe held that primary | oans, although recourse in
form did not represent genuine debt in substance because of
several factors. First, Judge Goffe found that M. Kersting and
program partici pants had an understandi ng at the commencenent of
a programthat a primary | oan obligation could be satisfied in
full at any time by a nmere surrender of the associated stock
certificate. In so holding, Judge CGoffe rejected M. Kersting's
testinony that he did not represent to program participants that
t hey coul d exchange their stock for cancellation of a primary
note at any tine. To the contrary, Judge Goffe listed nine
itens, including M. Thonpson's testinony on the subject, in

support of his finding of a pervasive stock surrender policy.
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Al t hough Judge CGoffe listed M. Thonpson's testinony first
anong the nine itens identified in support of the Court's hol ding
on the point, we are convinced for the reasons set forth bel ow
that M. Thonpson's testinony was cunul ati ve of other evidence
and was not material to this holding.

Al t hough M. Thonpson was the only test case petitioner to
testify that M. Kersting had assured himthat prom ssory notes
woul d not be enforced, Judge CGoffe listed eight additional itens,
i ncludi ng a nunber of confort letters, in support of his holding
that there was a pervasive stock surrender policy. 1In short,
there is anple evidence in the record, independent of
M. Thonpson's testinony, to support Judge Goffe's holding on the
point. Along the sane |lines, we observe that the record in the
trial of the test cases reveals that, at one tinme or another,
each of the test case petitioners had term nated various Kersting
prograns by endorsing their stock certificates and returning them
to M. Kersting in exchange for the return of their promssory
notes marked "paid".

Even assum ng for the sake of argunment that M. Thonpson's
testinmony was material to Judge Goffe's finding that there was
a pervasive stock surrender policy, we are convinced that
M. Thonpson's testinony was not material to the final outcone in
Dixon Il. In particular, Judge CGoffe's analysis of the validity
of primary loans was not |limted to his holding that M. Kersting
and program participants had an understandi ng regardi ng the stock

surrender policy. To the contrary, Judge CGoffe al so found that,
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regardl ess of whether there was a prearranged under st andi ng,
M. Kersting and program partici pants never contenplated that the
principal obligation on a primary | oan woul d be paid except by a
surrender of the stock. In so holding, Judge CGoffe found it
significant that: (1) No evidence was produced of a primary
note ending up in the hands of anyone not associated with
M. Kersting; (2) primary |oans issued during |ater years
i ncl uded an express notation that they were nonnegoti abl e and
nonassi gnabl e; and (3) primary | oans were unsecured, with the
primary notes failing to list even the purchased stock as
col | ateral

In conpleting his analysis, Judge Goffe found further
support for his holding that the primary |oans did not constitute
genui ne debt by virtue of M. Kersting's waltz of primary | oan
funds underlying the stock subscription plan, the apparent waltz
of funds under the stock purchase plan and the | easing
corporation plan, and M. Kersting's practice of backdating
docunents relating to the | oans.

In the alternative, Judge Goffe found that, even assum ng
that the test case petitioners had established that the primary
| oans represented genui ne debt, the test case petitioners had
nevertheless failed to show that they actually paid primary | oan
interest within the neaning of section 163(a). Specifically,
Judge CGoffe concluded that the test case petitioners had not paid
primary loan interest by virtue of M. Kersting's waltz of

| everage | oan funds (the funds used to pay primary | oan interest)
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underlying the stock subscription plan, and the apparent waltz
of (1) first-year subscription interest under the | easing
corporation plan, (2) distribution checks under the |easing
corporation plan, and (3) |everage |loan funds in each of the
stock subscription, stock purchase, and | easing corporation

pl ans.

In sum considering Judge CGoffe's copious list of factors
in support of his conclusion that M. Kersting and program
participants had an understandi ng regardi ng the stock surrender
policy, as well as Judge CGoffe's alternative anal yses in support
of his holding that primary |loans did not constitute genui ne debt
and that interest on primary | oans was not paid wthin the
meani ng of section 163, we are convinced that M. Thonpson's
testinony was not material to the outcone in D xon I

Judge CGoffe al so determ ned that |everage |oans did not
represent genui ne debt because of several factors, including the
wal t zi ng of funds, backdating of docunents, substance not
followng form and nutual expectations of no personal liability.
Again, given the variety of the factors cited by Judge CGoffe, we
are convinced that M. Thonpson's testinony was not material to
Judge CGoffe's holding that | everage | oans did not represent
genui ne debt.

iii. Additions to Tax

Judge Coffe sustained respondent's determ nations that the
Thonpsons were liable for interest conputed at the increased rate

prescribed in section 6621(c) for 1981, and that the Youngs and
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the DuFresnes were |iable for such increased interest for the
taxabl e years 1982 and 1983. In short, Judge CGoffe sustained
t hese determ nations on the ground that the Court had al ready
determ ned that the test case petitioners' underpaynents were
attributable to shamtransactions. Consistent with our finding
that M. Thonpson's testinony was not naterial to Judge CGoffe's
conclusion that the Kersting transactions were shans, we are
convinced that M. Thonpson's testinony was not material to Judge
Coffe's decision to sustain respondent’'s determ nations
respecting increased interest.

Al t hough Judge CGoffe al so sustained respondent's
determ nations that the Thonpsons were liable for an addition to
tax for late filing under section 6651(a)(1) for 1981 and
additions to tax for negligence for the taxable years 1979 and
1981, these hol dings have no bearing on nontest case petitioners.
In particular, nontest case petitioners who signed 1985 pi ggyback
agreenents did not agree to be bound by the Court's hol di ngs
regarding additions to tax. Further, while nontest case
petitioners who signed post-1985 pi ggyback agreenents agreed to
be bound by the Court's holding regarding test case petitioners
liability for increased interest under section 6621(c), they did
not agree to be bound by the Court's holding regardi ng test case
petitioners' liability for additions to tax under section 6651(a)
and they were to be relieved of liability for additions to tax

for negligence for years before 1982.
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3. M . Al exander

We have found that M. MWade and M. Al exander had an
under st andi ng before the trial of the test cases that the
Al exanders' tax liabilities would be reduced in exchange for
M. Al exander's infornmal assistance to M. MWade during the
trial. W have also found that M. MWade all owed M. Al exander
to present msleading testinony to the Court during the trial
of the test cases in response to M. |lzen's question whet her
M. Al exander had an agreenent with M. MWade for the reduction
of his tax liabilities. Although Judge Goffe was aware that M.
Al exander was hostile towards M. Kersting and that M. Al exander
had offered an affidavit to M. MWade regarding the Kersting
prograns, Judge CGoffe, had he been infornmed of M. Alexander's
understanding with M. MWade, m ght have precluded M. Al exander
fromtestifying at the trial of the test cases or at |east taken
t hat understanding into account in weighing M. Alexander's
credibility. Consequently, we nust consider whether
M. Alexander's testinony was material to the outcone in D xon
.

M. Al exander was called to testify in part to rebut
M. Kersting's testinony regarding the First Savings transaction.
| ndeed, M. Al exander directly contradicted M. Kersting as to
whet her Federal regulators ever approved Investors Financial as a
hol di ng conpany for First Savings. Wile Judge Goffe concl uded
that M. Kersting was not a credible w tness, our review of D xon

Il convinces us that M. Kersting's lack of credibility was by
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and large attributable to M. Kersting's |lack of candor as
denonstrated by both inherent contradictions and i nconsi stencies
with the witten record. W are convinced that M. Al exander's
testimony was not material to Judge Goffe's findings respecting
M. Kersting's lack of credibility.

Li ke M. Thonpson, M. Alexander testified that M. Kersting
had represented to himthat stock subscription plan prom ssory
notes woul d not be enforced and woul d be returned or destroyed
upon the term nation of the plan. Al though Judge Goffe concl uded
that there was a pervasive stock surrender policy in the Kersting
prograns, we note that Judge Goffe did not list M. Alexander's
testinony anong the nine itens listed in support of his
conclusion on the point. |In any event, assum ng that Judge CGoffe
took M. Alexander's testinony into account, we are satisfied
that M. Al exander's testinony was not material to Judge CGoffe's
hol di ngs that there was a pervasive stock surrender policy within
the Kersting prograns or that Kersting prom ssory notes did not
constitute genuine debt. As previously discussed in our analysis
of the lack of materiality of M. Thonpson's testinony on this
sane subject, Judge CGoffe relied upon a long list of itens in
support of these holdings. Considering all the evidence in
support of Judge Goffe's hol dings, we are convinced that Judge
Gof fe woul d have reached the same concl usions w thout M.

Al exander's testinony on the subject. Mreover, even assum ng
for the sake of argunent that M. Al exander's testinony was

material to Judge CGoffe's hol ding respecting a pervasive stock
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surrender policy, Judge CGoffe's reliance upon alternative bases
to support the conclusion that Kersting prom ssory notes did not
constitute genui ne debt convinces us that M. Al exander's
testinony was not material to the outcone in D xon I

4. Sunmary

We hold that the Governnment m sconduct in the trial of the
test cases in Dixon Il resulted in harmess error in the trial of
the test cases insofar as the Court concluded that: (1) The
Kersting transactions were shans; (2) the Kersting prom ssory
notes did not constitute genuine debt; and (3) interest on
Kersting | oans was not paid within the neaning of section 163(a).

In so holding, we reject Messrs. |lzen's and Jones
contention that, by virtue of the totality of the Governnent's
m sconduct, their clients were deni ed due process.

W |likewse reject M. Sticht's contention that his
clients--nontest case petitioners--were denied due process on the
ground that Judge Coffe effectively was precluded from
supervising the trial of the test cases. Although Judge Coffe
m ght have renoved the Thonpson and Cravens cases fromthe test
case array and struck M. Alexander's testinony if he had been
i nformed of the Thonpson and Cravens settlenents and the
Al exander understanding, we are convinced that the outcone in the
trial of the test cases woul d not have changed.

Consi stent with the precedi ng di scussion, we are convinced
that the test case and nontest case petitioners enjoyed a fair

trial, enconpassing "not only fair notice and an adequate
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opportunity to be heard before the appropriate tribunal, but also
an orderly presentation of evidence and a rational application of
the law thereto". Traynor, "The R ddle of Harm ess Error", at 80
(1970). Having placed the burden of proof by clear and

convi nci ng evidence on respondent, we are left with the definite
and firmconviction that the Governnment m sconduct had no effect
on the decisions in the test cases whose petitioners were
represented by M. |zen.

| V. Fraud, M srepresentation, and M sconduct

M. lzen contends that the Court should not reinstate

its decisions in Dixon Il on the ground that the Governnent

m sconduct in the trial of the test cases anmobunted to fraud,

m srepresentation, or m sconduct under rule 60(b)(3) of the
Federal Rules of Cvil Procedure. M. lzen's contention is akin
to a notion for reconsideration of the Court's D xon Il opinion
under Rule 161 or a notion to vacate a decision under Rule 162.
Rel i ef under either of these Rules may be granted in the Court's

di scretion to prevent injustice. See Chao v. Conm ssioner, 92

T.C. 1141, 1144-1145 (1989); see also Adans v. Conm ssioner, 85

T.C. at 375.
Rul e 60(b)(3) of the Federal Rules of Cvil Procedure states
in pertinent part:

On notion and upon such terns as are just, the
court may relieve a party or a party's |lega
representative froma final judgnment, order, or
proceeding for the follow ng reasons: * * * (3) fraud
(whet her heretofore denomnated intrinsic or
extrinsic), msrepresentation, or other m sconduct of
an adverse party * * *,
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In sum District Courts are vested with discretion to relieve a
party froma final judgnent where the adverse party has commtted

a fraud, m srepresentation, or other m sconduct. See Atchison

Topeka & Santa Fe R R Co. v. Barrett, 246 F.2d 846, 849 (9th

Gr. 1957).

Al t hough the decisions in these cases are not final, the
parties seemto agree that these proceedi ngs may be anal ogi zed to
proceedi ngs under rule 60(b)(3) of the Federal Rules of G vil
Procedure. We will assune for present purposes that the anal ogy
is valid in light of the apparent agreenent of the parties.

A judgnent may be set aside under rule 60(b)(3) of the
Federal Rules of Civil Procedure where fraud, m srepresentation,
or m sconduct prevents a party fromfully and fairly presenting

his or her case at trial. See Inre MV Peacock, 809 F.2d 1403,

1405 (9th Gr. 1987); Sinobns v. Gorsuch, 715 F.2d 1248, 1253 (7th

Cir. 1983); Bunch v. United States, 680 F.2d at 1283; Atchison

Topeka & Santa Fe Ry. Co. v. Barrett, supra at 849. Rel i ef does

not depend on whether the judgnent is incorrect, only on whether

the judgnent was obtained unfairly. See Lonsdorf v. Seefeldt, 47

F.3d 893, 897 (7th Gr. 1995); Anderson v. Cryovac, Inc., 862

F.2d at 924 n. 10.

Some courts have held that the willful presentation of
perjured testinony is grounds for granting the innocent party a
new trial pursuant to rule 60(b)(3) of the Federal Rules of G vil

Procedure. See Diaz v. Methodist Hosp., 46 F.3d 492, 497 (5th

Cir. 1995). However, it has been said that
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The very purpose of a trial is to test the truthful ness
of testinony and ot her evidence proffered by the
parties. Examning the possibility that testinony is
perjurious is one of the principal functions of cross-
exam nation. * * * Rule 60(b) should not reward the
lazy litigant who did not adequately investigate his or
her case, or who did not vigorously cross-examne a
witness. [Fn. refs. omtted.]

12 Moore, Moore's Federal Practice, sec. 60.43[1][c], at 60-131
to 60-132 (3d ed. 1998). 1In this regard, courts have denied
relief under rule 60(b)(3) of the Federal Rules of Cvil
Procedure where the noving party had a full and fair opportunity
to uncover the alleged fraud or perjury at trial. See Bunch v.

United States, supra at 1283.

We have al ready described the Governnment m sconduct in these
cases supra pp. 218-225. Arguably, Messrs. McWade's and Si ns'
failure to disclose the Thonpson and Cravens settlenents and the
Al exander understanding to the Court constitute fraud,

m srepresentation, or m sconduct within the neaning of rule

60(b) (3) of the Federal Rules of Cvil Procedure. However, as

di scussed above, fraud, m srepresentation, or msconduct alone is
not sufficient to require or justify relief under rule 60(b) of
the Federal Rules of Civil Procedure. To the contrary, relief
under rule 60(b) of the Federal Rules of G vil Procedure is
warranted only where the fraud, m srepresentation, or m sconduct
has prevented the adversely affected party fromfully and fairly

presenting his or her case at trial. |In re MV Peacock, supra.

We are convinced that the Governnent m sconduct did not

prevent the remaining test case petitioners fromfully and fairly
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presenting their cases at trial. |In particular, our review of
the record convinces us that M. |zen, who represented
petitioners in six of the eight test cases, was not inpeded in
any sense by the Governnent m sconduct in presenting his cases to
the Court. Because M. lzen was aware before the trial that the
Governnment intended to rely on the so-called confort letters at
the trial of the test cases, we are satisfied that M. |zen was
not unduly surprised by Messrs. Thonpson's and Al exander's
testinmony that M. Kersting had assured themthat they could
exchange their Kersting corporation stock certificates for the
cancel l ation of their prom ssory notes.® Further, M. |zen was
prepared and permtted to cross-exam ne Messrs. Thonpson,
Cravens, and Al exander and to probe and expose the bases of
Messrs. Thonpson's and Al exander's hostility towards M.
Kersting. Considering all the facts and circunstances, we
conclude that petitioners are not entitled to relief under rule

60(b) of the Federal Rules of Civil Procedure or Rule 161 or 162.

13 M. lzen testified at the evidentiary hearing that he
was aware of the confort letters because sone of them were
part of the stipulated record. Further, M. lzen infornmed
M. DeCastro before the trial of the test cases that he woul d
of fer evidence of collection actions brought by various Kersting
conpani es agai nst Kersting program participants to counter
respondent's reliance on the confort letters. However,
M. MWade was aware of collection litigation before the trial
because M. Kersting had encouraged certain programparticipants
to raise the point with M. MWde during pretrial settlenent
di scussi ons.
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V. Fraud on the Court

Al though rule 60(b) of the Federal Rules of G vil Procedure
provides a list of the grounds upon which a court may relieve a
party or a party's legal representative froma final judgnent,
the rule also includes a so-called saving clause which states:
"This rule does not Iimt the power of a court * * * to set aside
a judgnent for fraud upon the court.” It is well settled that
the Tax Court may reopen and set aside a decision on the basis of

fraud on the Court. See Toscano v. Commi ssioner, 441 F.2d 930

(9th Cr. 1971) (fraud on the court properly raised where the

t axpayer asserted that the Court's decision sustaining the
Commi ssioner's determ nation of joint deficiencies was based on
tax returns on which the taxpayer's signature was either forged
or made under duress), vacating 52 T.C. 295 (1969).

A. Case Law Survey

Hazel -Atlas dass Co. v. Hartford-Enmpire Co., 322 U S. 238

(1944), overruled on other grounds Standard Gl v. United

States, 429 U S. 17, 18 (1976), is the |eading case considering

fraud on the court. In Hazel -Atlas d ass, certain officials and

attorneys representing Hartford Enpire Co. (Hartford)

fraudul ently prepared and published an article in a trade
publication that Hartford subsequently used to support its
pendi ng application for a patent before the Patent Ofice. After
obtaining the patent, Hartford sued Hazel - Atlas d ass Co. (Hazel)
for infringement in a District Court. The District Court

di sm ssed the case on the ground that no infringenent had been
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proved. In response, Hartford filed an appeal with the Court of
Appeals for the Third Grcuit and specifically directed the
court's attention to the fraudulent article. Relying in part on
the fraudulent article, the Court of Appeals for Third Grcuit
reversed the District Court and held that the patent had been
infringed. N ne years |ater, Hazel returned to the Court of
Appeal s seeking relief on the ground that the Hartford article
was fraudul ent. However, the Court of Appeals declined to set
aside the District Court decree on the grounds that: (1) the
fraud was not newy discovered; (2) the fraudulent article was
not the primary basis for its earlier decision, and (3) the Court
of Appeals | acked the power to set aside the District Court
decree because of the expiration of the termduring which its
deci si on had been rendered.

Upon review of the matter, the Suprenme Court held that the
Court of Appeals had equitable power to set aside the District
Court decree despite the fact that the decree was ot herw se
final. See id. at 244-245. The Suprene Court explained its
hol di ng as foll ows:

Every el enent of the fraud here di scl osed demands

the exercise of the historic power of equity to set

aside fraudulently begotten judgnents. This is not

sinply a case of a judgnent obtained with the aid of a

w tness who, on the basis of after-di scovered evidence,

is believed possibly to have been guilty of perjury.

Here, even if we consider nothing but Hartford' s sworn

adm ssions, we find a deliberately planned and

carefully executed schene to defraud not only the

Patent O fice but the Crcuit Court of Appeals. Cf

Marshall v. Holnes, [141 U. S. 589 (1891]. Proof of the

schenme, and of its conplete success up to date, is
concl usive. * * *
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Id. at 245-246

The Supreme Court further rejected the argunent that all eged
| ack of diligence by Hazel in discovering the fraud should serve
to bar relief. Qbserving that the fraud in question did not
concern only private parties or a single litigant, the Suprene
Court stated:

There are issues of great nonent to the public in a
patent suit. Mercoid Corporation v. Md-Continent

| nvestnent Co., 320 U.S. 661 * * *; Mrton Salt Co. V.
G S. Suppiger Co., 314 U.S. 488 * * * Furthernore,
tanpering wwth the admnistration of justice in the
manner i ndi sputably shown here involves far nore than
an injury to a single litigant. It is a wong agai nst
the institutions set up to protect and safeguard the
public, institutions in which fraud cannot conpl acently
be tolerated consistently with the good order of
society. Surely it cannot be that preservation of the
integrity of the judicial process nust always wait upon
the diligence of litigants. * * *

Id. at 246.

Finally, the Suprene Court rejected the assertion that
relief should be denied on the ground that the fraudulent article
was not "basic" to the Court of Appeals' decision. 1In short, the
Suprene Court held that an appraisal of the influence of the
fraudulent article on the Court of Appeals' decision was not
necessary insofar as Hartford had considered the article materi al
and relied upon the article in obtaining a decision in its favor
fromthe Court of Appeals. See id. at 246-247.

Sonme courts hold that the term“fraud on the court” should
be construed consistently with the policy of preserving the

finality of judgnments. See Drobny v. Conm ssioner, 113 F. 3d at
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677-678; 1% Broyhill Furniture Indus., Inc. v. Craftnaster

Furniture Corp., 12 F. 3d 1080, 1085 (Fed. Cr. 1993); Toscano V.

Comm ssioner, supra at 934. |In this regard, not all fraudul ent
or deceptive acts constitute fraud on the Court. It has been
said that fraud on the court concerns egregi ous conduct affecting
the ability of the court to function inpartially. See Broyhil

Furniture Indus., Inc. v. Craftmaster Furniture Corp., supra at

1085- 1086, and cases cited therein.

Since the Suprenme Court's decision in Hazel-Atlas dass Co.

v. Hartford-Enpire Co., supra, a nunber of courts, including the

Court of Appeals for the Ninth Crcuit, have relied upon or
adopted the definition of fraud on the court set forth in

12 Moore, Moore's Federal Practice, par. 60.21[4][a], at 60-52
(3d ed. 1998), which states:

"Fraud on the court” is defined in terns of its
effect on the judicial process, not in ternms of the
content of a particular msrepresentation or
conceal ment. Fraud on the court mnust involve nore than
injury to a single litigant; it is limted to fraud
that "seriously" affects the integrity of the normnal
process of adjudication. Fraud on the court is limted
to fraud that does, or at |least attenpts to, "defile
the court itself" or that is perpetrated by officers of
the court "so that the judicial nmachinery can not
performin the usual manner its inpartial task of
adj udging cases". [Fn. refs. omtted.]

14 I'n Drobny v. Conmi ssioner, 113 F.3d 670, 678 (7th Cir
1997), affg. T.C. Meno. 1995-209, the Court of Appeals for the
Seventh Circuit held that the taxpayers were required to
denonstrate "not only that the respondent engaged in conduct that
was intended to mislead the court, but--of paranmount inportance--
that the actual conduct affected the outconme of their case.”
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See Drobny v. Conm ssioner, supra at 677-678 (citing Kenner V.

Conmi ssioner, 387 F.2d 689 (7th Cir. 1968)); Broyhill Furniture

Indus., Inc. v. Craftmaster Furniture Corp., supra at 1085; In re

I ntermagnetics Am, Inc., 926 F.2d 912, 916 (9th G r. 1991)

(citing Al exander v. Robertson, 882 F.2d 421, 424 (9th Cr

1989)); Senate Realty Corp. v. Conmissioner, 511 F.2d 929, 931

(2d Cir. 1975).

The Court of Appeals for the Nnth Grcuit has addressed
the issue of fraud on the court in a nunber of cases. Before
proceeding with our analysis, we will glean these cases for the
insights they yield on the views of the Court of Appeals.

In Toscano v. Conm ssioner, 441 F.2d 930 (9th Gr. 1971),

t he taxpayer, Josephi ne Zel asko (Zel asko), asserted that the Tax
Court had erred in failing to vacate a decision entered agai nst
Zel asko and her purported husband, John Toscano. Zel asko argued
t hat the decision should be vacated on the ground of fraud on the
Court because she was never married to Toscano, her signatures
were placed on joint tax returns with Toscano either by forgery
or under duress, and she was conpletely unaware that Toscano had
filed a joint petition for redeterm nation with the Tax Court.
After concluding that the Tax Court had the authority to set
aside a final decision on the ground of fraud on the court, the
Court of Appeals vacated this Court's decision against Zel asko
after finding that she had all eged sufficient facts in support of

her claimof fraud on the court to justify an evidentiary hearing
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in the Tax Court. Mre specifically, the Court of Appeals
concl uded:

When a deficiency was assessed, and Toscano
petitioned the Tax Court for redeterm nation, he
carried the fraud into the Tax Court. Thus he was
continuing to defraud the Comm ssioner, and he was
continuing to attenpt to subject Mss Zelasko to a
l[iability that was not hers. But he was doing nore; he
was al so perpetrating a fraud upon the Tax Court, which
culmnated in a determ nation of joint deficiencies
agai nst M ss Zel asko as well as hinself. This, we
think, was as nmuch a fraud on the court as was the use
of the spurious article in the Court of Appeals in
Hazel - Atl as.

|d. at 935.

In Abatti v. Conm ssioner, 859 F.2d 115 (9th Cr. 1988),

affg. 86 T.C. 1319 (1986), the taxpayers argued that the Tax
Court had erred in failing to vacate final decisions against them
that were consistent with their agreenents to be bound by certain
test cases. In particular, after the Tax Court had granted
sumary judgnent in favor of the Conmmi ssioner in the test cases,
deci sions were entered agai nst the taxpayers in both the test
cases and the piggyback cases. Although two test case taxpayers
and a nunber of the taxpayers who had signed piggyback agreenents
filed tinely appeal s and persuaded the Court of Appeals to
reverse the Tax Court's decisions, the remaining taxpayers in the
test cases and pi ggyback cases did not file appeals. Follow ng
the remand of the appeal ed cases to the Tax Court for further
proceedi ngs, the taxpayers who had not filed appeal s argued
unsuccessfully in the Tax Court that the otherw se final

deci sions entered agai nst them shoul d be vacated pursuant to
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t heir piggyback agreenents, which provided that all taxpayers
woul d be afforded the outconme of the test cases.

The Court of Appeals rejected the taxpayers' contention that
the Comm ssioner's position regarding entry of decision under the
pi ggyback agreenents constituted fraud on the court.

Specifically, the Court of Appeals observed that, while fraud on
the court may occur when the acts of a party prevent his
adversary fromfully and fairly presenting his case or defense,

it was the taxpayers' m sunderstanding of the piggyback
agreenents, rather than the Comm ssioner's fraud, that had caused
their msfortune. See id. at 118-119.

I n Al exander v. Robertson, supra, the Court of Appeals

consi dered whether the entry of appearance at trial by counsel
who was not a licensed attorney in the jurisdiction constituted
fraud on the court in the follow ng circunstances. Al exander
sued Robertson in the District Court for the Northern District of
California for failing to make required paynents under a contract
to purchase a boat. Robertson in turn cross-clainmed against
Fraser, Inc. (Fraser), the broker who had arranged for the sale
of the boat.

Following a trial, the District Court sustained Al exander's
cl ai m agai nst Robertson and rejected Robertson's cross-clains
agai nst Fraser. However, Robertson subsequently |earned that
David Warren (Warren), counsel for Fraser, had not been |icensed
to practice lawin the State of California at the tinme of the

trial. Robertson thereupon noved the District Court to vacate
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the judgnent, relying on Warren's all eged fraud on the Court.
The District Court denied Robertson's notion.

On appeal, the Court of Appeals, citing More's definition
of fraud on the court, observed that relief froma judgnment for
fraud on the court does not necessarily require the noving party
to show that he was prejudiced by the m sconduct. Quoting Hazel -

Atlas dass Co. v. Hartford-Enpire Co., 322 U S. at 246, the

Court of Appeals stated: "The Suprene Court, for exanple, has
explained this provision of the Rule not so nmuch in terns of
whet her the all eged m sconduct prejudiced the opposing party but
nore in terns of whether the alleged m sconduct 'harns' the

integrity of the judicial process". Al exander v. Robertson,

supra at 424; see In re Intermagnetics Am, Inc., 882 F.2d at

916-917.

Readi ng Hazel -Atlas @ ass in conjunction with More's

definition of fraud upon the court, the Court of Appeals further
observed that Robertson's assertion that Warren's m sconduct had
subverted the integrity of the judicial process seened to fit
with the proposition that relief nay be granted pursuant to rule
60(b) of the Federal Rules of Cvil Procedure for fraud upon the
court where there is an extraordinary harmto the public. See

Al exander v. Robertson, supra at 424.

Nevert hel ess, the Court of Appeals sustained the District
Court's denial of Robertson's notion to vacate the judgnent on
the grounds that: (1) There was no showi ng that Warren's

m sconduct was designed to inproperly influence the court inits
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decision; (2) setting aside the judgnment pursuant to rule 60(b)
of the Federal Rules of Cvil Procedure would be a "fruitless"
gesture, inasnmuch as Robertson could not prevail on his cross-
clai ns against Fraser in any event; and (3) other renedies, such
as disciplinary proceedings, were available to protect the
judicial systemfromthe harmarising fromWrren' s m sconduct.

See id. at 425; see also Chao v. Conmmissioner, 92 T.C. at 1144-

1145 (where the Court declined to set aside a final judgnment for
all eged fraud on the Court where the taxpayers could not show
that the Court's decision would be different).

The final case in the survey, Punphrey v. K W Thonpson Tool

Co., 62 F.3d 1128 (9th Cr. 1995), held that in-house counsel for
a def endant/gun manufacturer had commtted fraud on the court in
a products liability action by failing to disclose an
incrimnating videotape of a product test. Melvin Sparks
(Sparks) had dropped a handgun manufactured by defendant K W
Thonmpson Tool Co. (Thonpson) and was killed when the gun
di scharged. In a wongful death action by Sparks' heirs,
Thonpson introduced a vi deotape of drop tests of the handgun, and
relied upon the testinony of its expert w tness who had conducted
the tests, to support its contention that the gun had never fired
in adrop test. The jury held that the plaintiffs had suffered
$100, 000 i n damages, but that Sparks was 80 percent
contributorily negligent.

Foll ow ng entry of judgnment in the case, the plaintiffs

| earned that Thonpson possessed a vi deotape, nmade the sanme day as
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the videotape offered at trial, which showed that the handgun in
question had in fact fired during a drop test. On the basis of
this evidence, the District Court granted the plaintiff's notion
to set aside the verdict and ordered a new trial.

On appeal, the Court of Appeals affirned the District
Court's decision ordering a new trial. The Court of Appeals
first held that Thonpson's general counsel was an officer of the
court, even though he had not entered his appearance at trial,
because he had significantly participated in the case by
attending the trial, gathering information to respond to
di scovery requests, and participating in the videotaping of the
drop tests. See id. at 1130-1131.

The Court of Appeals further defined fraud on the court to
i nclude both attenpts to subvert the integrity of the court and
fraud by an officer of the court, involving an unconscionabl e
pl an or schene designed to influence the court inproperly inits
decision. See id. at 1131. In concluding that Thonpson's
general counsel had engaged in a schene to defraud the court, the
Court of Appeals cited the general counsel's role in providing
m sl eadi ng and i nconpl ete responses to discovery, as well as his
participation in the presentation of fraudul ent evidence and his
failure to correct the false inpression created by the testinony
of Thonpson's expert witness. See id. at 1132.

The Court of Appeals went on to reject Thonpson's contention
that there was no fraud on the court because the vi deotape was

not material to the issues in the trial. Although questioning
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Thonpson's assertion that the videotape was not material, the
Court of Appeals observed that "Rule 60(b) focuses not so nuch in
terms of whether the alleged fraud prejudiced the opposing party
but nore in ternms of whether the alleged fraud harns the
integrity of the judicial process.” 1d. at 1133.

B. Di scussi on

Wth the preceding review as background, we address whet her
t he Governnent m sconduct in these cases constitutes fraud on the
Court.

By entering into secret settlements wth the Thonpsons and
Cravenses, Messrs. McWade and Sins frustrated the Court's and the
public's expectations that all litigants before the Court woul d
be adversaries in the full sense of the word. Such expectations
were particularly heightened in these cases, which affect nore
than a thousand ot her taxpayers.

Not wi t hst andi ng the Governnment m sconduct in these cases, we
are convinced, for the reasons set forth below, that the Court's
deficiency determnations in Dixon Il should be reinstated over
petitioners' clainms of fraud on the Court.

The m sconduct in these cases is not typical of the
fraudul ent acts commtted in cases in which other courts have
overturned decisions for fraud on the court. |In particular,
al t hough Messrs. Sins, McWade, and DeCastro m sled the Court
regardi ng the status of the Thonpson and Cravens cases, there was
no attenpt to present fraudul ent evidence to the Court that had

any bearing on the substantive issues concerning the transactions
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that the Court was called upon to reviewin the trial of the test
cases.

We al so observe that, upon discovery of Messrs. MWde' s and
Sins' m sconduct, respondent pronptly reported the matter to the
Court. Respondent's actions upon discovery of the m sconduct and
respondent’'s overall conduct in these proceedi ngs exhi bit
respondent’'s institutional good faith.

Further, we are not convinced that justice would be served
if we were to adopt the extraordinary renedy, after the
evidentiary hearing and our review of the record, of renouncing
the Court's deficiency determnations in Dixon Il. Consistent
wth the views stated earlier in this opinion, we are convinced
that the test case petitioners were afforded a fair trial,
despite the Governnent m sconduct, and that the Governnent
m sconduct was not material to the outcone in Dixon Il. W are
firmy convinced that the outconme of the retrial of the test
cases would be the same if we were to order a new trial
Moreover, nore discrimnating renmedies are available both to

puni sh the offenders and to deter simlar conduct in the future,

see Al exander v. Robertson, 882 F.2d at 425. Considering all the
facts and circunstances, we will--with the exceptions discussed
bel ow--reinstate the decisions entered in the test cases

remai ni ng before the Court.
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VI . M. Ilzen's Allegations That M. DeCastro Was a "Ml e"

M. lzen created the strong inpression, in oral argunment
before the Court of Appeals for the NNnth Crcuit in the DuFresne
appeal, that M. DeCastro had acted as a "nole" or "plant" for
the Internal Revenue Service before and during the trial of the
test cases. M. lzen returned to this subject in his opening
brief followng the evidentiary hearing, which argues:

Any advant age gai ned by the Conm ssioner in

utilizing DeCastro to "infiltrate" the test case

Petitioners' canp is grounds for a new trial, standing

alone. This would be so, in the civil, as well as a

crimnal context. Sinms and McWade unlawfully paid

DeCastro's attorney's fees in a successful effort to

subvert the test cases. They inserted DeCastro into

the Petitioners' canp. They converted what shoul d have

been a taxpayer's advocate into a governnent operative.

Al of the Petitioners' interests were harnmed by this

infiltration, since it prevented the cases from being

"fairly" tried. [Citations omtted.]

Al t hough we agree that it was inproper for the Governnent to
use M. Thonpson as a conduit to pay M. DeCastro's attorney's
fees, there is no credible evidence in the record that M.
DeCastro acted as a Governnent "nole" during the trial of the
test cases or that M. DeCastro conveyed any of M. |zen's
trial strategies or confidential information to the Governnent.
Accordingly, we reject M. lzen's argunent that M. DeCastro's
m sconduct, standing alone, or in conjunction with the m sconduct
of Messrs. McWade and Sinms, warrants a new trial of the test
cases, or a trial of any other cases in the Kersting project

group on the issues that were tried on the test cases, for that

matter.
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VII. Enforceability of Piggyback Agreenents

Petitioners contend that the piggyback agreenents executed
by nontest case petitioners should be set aside on the ground
that Messrs. Sinms and McWade fraudul ently induced nontest case
petitioners to execute piggyback agreenents by m srepresenting
the status of the Thonpson and Cravens cases.'® In the
alternative, petitioners contend that the piggyback agreenents
shoul d be set aside on the ground that Messrs. Sins' and McWade's
failure to disclose the Thonpson and Cravens settlenments before
the trial of the test cases resulted in a breach of contract.

M. Sticht contends that enforcenent of the piggyback agreenents
woul d result in manifest injustice on the ground that Messrs.
Sins and McWade used the piggyback agreenents as a neans to
proceed to trial under what M. Sticht calls the "sporting theory
of justice".

M. Sticht raised additional contract argunents in posttrial
Motions for Rel ease From Pi ggyback Agreenent that he filed on
behal f of nontest case petitioners R chard B. and Donna G

Rogers, Anthony E. and Carol A. Eggers, and John L. and Terry E

115 Nont est case petitioners Ronald L. and Mattie L
Al verson executed their piggyback agreenent in June 1985--wel |
before M. MWade had negotiated the Thonpson and Cravens
settlenments. Nontest case petitioners Anthony E. and Carol A
Eggers, John L. and Terry E. Huber, Stanley C. and Sharon A
Titconmb, and Richard B. and Donna G Rogers executed piggyback
agreenents in | ate Novenber 1986--about the tinme that M. MWde
began settl enent discussions with Messrs. Thonpson and Cravens.
Nont est case petitioners Norman W and Barbara L. Adair executed
t heir piggyback agreenent in March 1987--well after M. MWde
had negotiated the Thonpson and Cravens settlenents.
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Huber. M. Sticht contends that M. Seery's apparent conflict of
interest, at a time when M. Seery represented nontest case
petitioners Rogers, Eggers, and Huber, provides a basis for

rel easi ng nontest case petitioners fromtheir piggyback

agr eenent s.

Respondent contends that Messrs. Sins' and McWade's failure
to disclose the Thonpson and Cravens settlenents did not rise to
the level of failure to performa contractual duty owed to the
nont est case petitioners. Respondent further contends that the
pi ggyback agreenents should be enforced on the ground that the
nont est case petitioners were not prejudiced by Messrs. Sins' and
McWade' s mi sconduct . 11°

Respondent al so filed objections to M. Sticht's Mtions for
Rel ease From Pi ggyback Agreement. In short, respondent contends
that the validity of the piggyback agreenents is not adversely
affected by either M. Seery's alleged conflict of interest or
the events occurring during the trial of the test cases.

A Principles of Contract Law

Al t hough the piggyback agreenents in dispute are titled
"Stipulation of Settlenment For Tax Shelter Adjustnents", we have

noted that such agreenments do not reflect a settlenent or

116 Respondent did not address the enforceability of the
pi ggyback agreenents in respondent’'s opening brief in the belief
that it was premature to address the question pending the Court's
deci si on whet her the Governnent m sconduct in the trial of the
test cases constituted a structural defect. By order dated
Feb. 27, 1998, the Court directed respondent to address the
gquestion in respondent's reply brief, and respondent did so.
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conprom se of the taxpayer's case but nerely prescribe the
procedure for the adjudication of the case. See Adans V.

Conmi ssioner, 85 T.C. at 369. Nevert hel ess, we have relied

upon general principles of contract |law in construing piggyback

agreenents and settlenent agreenents alike. See Gidley v.

Commi ssioner, T.C Menp. 1997-210; see also Saigh v.

Comm ssioner, 26 T.C. 171, 177 (1956); Fisher v. Conm ssioner,

T.C. Meno. 1994-434; Applestein v. Conm ssioner, T.C. Meno.

1989-42.

M. lzen contends that the piggyback agreenents constitute
public contracts that are governed by the Federal conmon | aw of
contracts. Neither respondent nor the other petitioners have
addressed the question.!” |n any event, as in Fisher v.

Conmmi ssi oner, supra, we see no consequential choice of |aw

problemin the cases at hand. W are satisfied that the general
contract principles relied upon herein are consistent with the
principles applied by State courts.

Petitioners argue that the piggyback agreenents nay be set
asi de because of Messrs. Sinms' and McWade's failure to disclose
the true status of the Thonpson and Cravens cases at the tine

nont est case petitioners executed the agreenents. Every contract

17 For a detailed discussion whether Federal or State |aw
governs the validity of a purported joint return that is inpugned
on the ground of duress, reviewing the matter under 1
Restatenent, Contracts 2d (1981), and New Jersey common | aw, see
Berger v. Conmi ssioner, T.C Meno. 1996-76. The Berger opinion
concl udes that the result would be same under the State | aw and
the putative Federal conmon | aw.
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i nposes upon the parties thereto an inplied duty of good faith

and fair dealing. See San Jose Prod. Credit Association v. AOd

Republic Life Ins. Co., 723 F.2d 700, 703 (9th G r. 1984); Smth

v. Enpire Sanitary Dist., 127 Cal. App. 2d 63, 71, 273 P.2d 37,

43 (1954); 3A Corbin on Contracts, sec. 654A, at 86 (1998 Supp.).
A contract generally is voidable if one party's assent to the
agreenent is induced by a fraudulent or nateri al

m srepresentation by the other party to the contract. See

Dorchester Indus. Inc. v. Conm ssioner, 108 T.C 320, 335 (1997);

1 Restatenent, supra sec. 164(1). A party's nondisclosure of a
fact known to himis treated as an assertion that the fact does
not exi st where he knows that the disclosure of the fact would
correct a mstake of the other party as to a basic assunption
on which that party relies in making the contract. See 1
Rest at ement, supra sec. 161(b). The nondi scl osure of a fact
known to a party to a contract may be considered a fraudul ent

m srepresentation if the party intends the nondisclosure to

m sl ead the other party. See id. sec. 162(1)(a). The Court has
held that a settlenent stipulation my be set aside for
excusabl e, damagi ng reliance upon a false or untrue

representation of the other party. See Saigh v. Conm ssioner,

supra at 180; Fisher v. Comm Sssioner, supra.

Al though a contract may be voi dabl e because of a fraudul ent
or material m srepresentation, the right to avoid the contract
may | apse if the effect of the m srepresentation is cured or the

subst ance of the performance prom sed has been delivered before



- 288 -

the affected party gives notice of his intent to avoid the

contract. See lce v. Benedict Nuclear Pharns., Inc., 797 P.2d

757, 759 (Colo. Ct. App. 1990); 1 Restatenent, supra sec. 165.
Petitioners also contend that Messrs. Sins' and McWade's
failure to disclose the Thonpson and Cravens settlenments before
the trial of the test cases constitutes a breach of contract.
The conditions and obligations underlying a contract nay be
inplied fromthe terns or nature of the agreenent, particularly
where the matter is presuned to have been perfectly obvious to

the parties. See Sacranento Navigation Co. v. Salz, 273 U S

326, 328-329 (1927) (contract for the transportation of barley on
a barge (which | acked a power source) inplied that the barge

woul d be used with a steaner or tug); see also Hudson Canal Co.

v. Pennsylvania Coal Co., 75 U. S. (8 wall.) 276 (1868) (contract

bet ween coal producer and canal conpany for transportation of
coal by way of canal, under which coal conpany constructed
railroad fromits mne to the canal and canal conpany enl arged
its canal, did not inply that coal conmpany would use the canal as
sol e neans for transporting its coal).

A contract may be avoided or rescinded where a party fails
to satisfy a material or essential termor condition of the

agreenent. See First Interstate Bank v. SBA, 868 F.2d 340, 343-

344 (9th Gr. 1989), and cases cited therein. A material breach
of contract is one that substantially defeats its purpose so that
the injured party is justified in treating the matter as at an

end. See 4 Corbin on Contracts, supra sec. 946, at 809. The



- 289 -

materiality of a breach generally is considered a question of
fact to be decided on the basis of all the facts and

circunstances. See Snith v. Enpire Sanitary Dist., supra, and

cases cited therein. In First Interstate Bank v. SBA, supra at

343-344, the Court of Appeals for the Ninth Grcuit stated that
the test of whether a breach of a Federal contract is material is
an "all-the-circunstances-test” and that the Court of Appeals
considers the five factors listed under 1 Restatenent, supra sec.

241, as significant in applying the test.!8

118 1 Restatenent, Contracts 2d, sec. 241 (1981), states as
fol | ows:

In determ ning whether a failure to render or to offer
performance is material, the follow ng circunstances
are significant:

(a) the extent to which the injured party will be
deprived of the benefit which he reasonably expected;

(b) the extent to which the injured party can be
adequately conpensated for the part of that benefit of
which he will be deprived,

(c) the extent to which the party failing to
performor to offer to performw || suffer forfeiture;

(d) the likelihood that the party failing to
performor to offer to performw /!l cure his failure,
taki ng account of all of the circunstances including
any reasonabl e assurances;

(e) the extent to which the behavior of the party
failing to performor to offer to performconports with
standards of good faith and fair dealing.
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B. Di scussi on

1. Benefit of the Bargain

The pi ggyback agreenents executed in these cases reflect a
bar gai ned-for exchange: Nontest case petitioners who executed
pi ggyback agreenments surrendered their rights to have their own
cases tried on the nerits of the Kersting adjustnents in exchange
for respondent’'s agreenent that their deficiencies would be
redeterm ned in accordance with the outconme of the trial on the
merits of the test cases. Both respondent and nontest case
petitioners expected to benefit under the piggyback agreenents by
avoi ding the expenses of a trial on the nerits.

It is apparent that nontest case petitioners who signed
pi ggyback agreenents did so wth the assunption, shared by the
Court, that the trial of the test cases would not include cases
t hat had been settled before the trial. That the trial of the
test cases would not include settled cases is a matter that we
presunme to have been perfectly obvious to the parties and an
inplied term of the piggyback agreenents.

We now know that Messrs. Sinms and McWade m sl ed the Court
the remaining test case petitioners, and the nontest case
petitioners who signed piggyback agreenents by entering into--and
not disclosing--settlenments wth Messrs. Thonpson and Cravens.
Under the circunstances, we are persuaded that nontest case
petitioners who executed their piggyback agreenents after the
Thonmpson and Cravens settlenments were negotiated, were partially

i nduced to execute the piggyback agreenents by Messrs. Sins' and
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McWade's failures to disclose the true status of all the test
cases. Mreover, we conclude that Messrs. Sinms and McWade
violated an inplied termof the piggyback agreenents by all ow ng
the trial of the test cases to proceed w thout disclosing the
Thonmpson and Cravens settlenents.

Not wi t hst andi ng the foregoing, we are obliged to consider,
under either of petitioners' theories for relief, whether
petitioners' received the substance of the perfornmance prom sed
under the piggyback agreenents; i.e., whether petitioners

recei ved the benefit of the bargain. See Ice v. Benedict Nuclear

Pharnms., Inc., supra; 1 Restatenent, supra sec. 165. St at ed

differently, we nust determ ne whether Messrs. Sins and Mc\Wade
violated a material or essential termor condition of the
pi ggyback agreenents before we can decl are the piggyback

agreenents invalid. See First Interstate Bank v. Small Bus.

Admi n., supra.

We begin with the observation that Messrs. Sins' and
McWade's m sconduct did not deprive petitioners of the benefit
that they reasonably expected under the piggyback agreenents. As
previously discussed, petitioners expected that their cases would
be decided in accordance with the Court's opinion followng a
trial of test cases that would be representative of the various
Kersting prograns in dispute in their cases. The piggyback
agreenents inply an understanding that the trial of the test
cases woul d be an adversarial proceeding (and that the trial

woul d not include test cases that had been settled). Although
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t he Thonpson and Cravens settlenents were contrary to
petitioners' assunption or expectation that none of the test
cases woul d be settled before the trial, the record shows that
the trial of the cases of the six test case petitioners
represented by M. Izen remained fully adversarial. Further, we
have al ready observed that M. |zen was not prevented or
inhibited fromfully and fairly presenting his cases to the Court
and that the testinony and evidence associated with the Thonpson
and Cravens cases did not affect the outconme in Dixon Il
Consi dering that the cases of the six test case petitioners
presented by M. |lzen were representative of the various Kersting
prograns in dispute, see table setting forth test case array
supra pp. 38-41, we conclude that petitioners were not deprived
of the benefit that they reasonably expected under the piggyback
agr eenent s.

We bal ance the fact that petitioners were not deprived of
the benefit of their bargain under the piggyback agreenents
agai nst Messrs. Sins' and McWade's m sconduct in failing to
di scl ose the Thonpson and Cravens settlenents before the trial of
the test cases, as well as the indirect damages that petitioners
have suffered as a result of Messrs. Sins' and Mc\Wade's
m sconduct. As a consequence of Messrs. Sins' and McWade's
violation of an inplied termof the piggyback agreenents, sone
petitioners undoubtedly have suffered consequential damages such

as accrual of additional statutory interest under section 6601
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and/or attorney's fees incurred for representation at the
evi dentiary hearing.

W note that Messrs. Sins and McWade are not solely
responsi ble for the accrual of additional statutory interest in
t hese cases. Petitioners have always had the ability to stop the
accrual of additional interest by remtting a paynent in the
nature of a cash bond. See sec. 6213(b)(4). However,

M. Kersting advised program participants that they should not
remt any anmount to the Internal Revenue Service until their
l[Tability was determned in court, and many of the nontest case
petitioners appear to have relied upon that advice. W further
observe that M. Kersting's interference in the Chicoine and
Hal | ett settl enment negotiations, and his reconmendation that
program participants reject the 20-percent settlenent offer, can
be viewed as indirect causes of the accrual of additional
interest in many of these cases that woul d have ot herw se

settl ed.

On bal ance, we conclude that Messrs. Sins' and Mc\Wade's
m sconduct in failing to disclose the Thonpson and Cravens
settlenments to nontest case petitioners who signed piggyback
agreenents, and in violating an inplied term of the piggyback

agreenents, does not rise to the level of materiality that would

119 We observe that a nunber of petitioners, including the
Thonpsons and the Cravenses, paid their deficiencies and interest
inlate 1986 in order to stop the running of interest and to
obtain the full benefit of deductions for interest that would
have been subject to phaseout if paid in |later years.
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justify setting aside the piggyback agreenents. Accordingly, we
wi Il decline to avoid or rescind the piggyback agreenents.

Even if we were to conclude that Messrs. Sins' and MWade's
failure to disclose the Thonpson and Cravens settlenents
constituted a breach of the piggyback agreenents that would
justify their rescission or cancellation, petitioners would not
be entitled to a newtrial. |In due course, petitioners would be
ordered to show cause why their cases should not be decided

consistently wwth Dixon Il. See, e.g., Krause v. Conm Ssioner,

99 T.C. 132 (1992); Acierno v. Comm ssioner, T.C Menp. 1997-441;

Karl sson v. Comm ssioner, T.C. Mnpb. 1997-432:; Bokumv.

Comm ssioner, T.C Meno. 1990-21, affd. 992 F.2d 1136 (1ith G

1993). Considering the entire record in these cases, we are
convi nced that nontest case petitioners inevitably would be bound
by the Court's opinion in D xon Il

2. M. Seery's Purported Conflict of Interest

W likewse reject M. Sticht's contention that the
pi ggyback agreenments should be set aside on the ground that
M. Seery had a conflict of interest when he executed the
pi ggyback agreenents. The short answer to M. Sticht's
contention is that Judge Goffe did not find that M. Seery had a
conflict of interest. Judge CGoffe nerely indicated that M.
Seery's notion to change the place of trial, filed Novenber 7,
1986, gave rise to the possible inference that M. Seery was
engaged in dual representation of both M. Kersting and Kersting

program participants. Simlarly, M. Seery's notions to w thdraw
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as counsel stated that M. Seery felt obliged to w thdraw because
the Court had raised an issue of his possible conflict of
i nterest.

The record in these cases does not reflect that M. Seery
had a conflict of interest as the result of his possible dual
representation of M. Kersting and Kersting program participants.
M. Seery negotiated the nodified 7-percent settlenent offer with
M. MWade and arranged to have it dissem nated to Kersting
program partici pants, notw thstanding M. Kersting' s di sapproval
of the offer as inadequate. Equally inportant, because M. Seery
revealed in his notions to withdraw as counsel that he felt
obliged to withdraw because the Court had raised an issue of his
possi ble conflict of interest, M. Sticht's clients had anple
opportunity at that time to nove to have their piggyback
agreenents set aside.

Finally, even assum ng for the sake of argunent that
M. Seery had a conflict of interest, petitioners have failed to
show that they were prejudiced by his actions. See Adans V.

Comm ssioner, 85 T.C. at 375-376. Accordingly, we will deny M.

Sticht's Mdtions for Rel ease From Pi ggyback Agreenent filed on
behal f of nontest case petitioners R chard B. and Donna G
Rogers, Anthony E. and Carol A. Eggers, and John L. and Terry E

Huber . 120

12200 M. Sticht included as an attachnent to the Rogers
nmotion a copy of a piggyback agreenent executed by M. Seery (on
t he Rogerses' behalf) and by M. MWade. M. Sticht contends

(continued. . .)
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3. Rejection of M. lzen's Arqgunent for Entry of Deci Sion
on the Basis of Thonpson Deci sions

M. 1zen contends that, pursuant to the piggyback
agreenents, petitioners are entitled to entry of decision
consistent with the decisions entered in the Thonpson cases. In

Gidley v. Conm ssioner, T.C Meno. 1997-210, we rejected this

argunment on the ground that nontest cases petitioners who signed
pi ggyback agreenments agreed to be bound by the Court's opinion in
Di xon Il as opposed to a specific decision entered in a

particular test case. Consistent with our analysis in Gidley v.

Conmm ssi oner, supra, we reject M. lzen's argunent.

VIIl. Mary Carter Agreenents

At common law, a plaintiff had only one cause of action
against joint tort-feasors; therefore a plaintiff's rel ease of

one joint tort-feasor would release all the joint tort-feasors. %

120, . conti nued)
that the Rogerses may rescind this piggyback agreenent on the
ground that it was never filed with the Court. W reject
M. Sticht's argunment as contrary to this Court's recent hol ding
in Dorchester Indus., Inc. v. Comm ssioner, 108 T.C 320 (1997)
(settl enent agreenent is binding even though it has not been
filed as a stipulation with the Court). Mreover, we are
satisfied that the Rogerses are bound by a piggyback agreenent
executed by M. Seery and M. McWade and filed with the Court in
Aaronson v. Conmi ssioner, docket No. 17445-82, on Dec. 1, 1986,
at a time when the Rogerses were parties to that consolidated
docket .

121 See Note, "The Mary Carter Agreenent--Solving the
Probl ens of Collusive Settlenents in Joint Tort Actions", 47 S
Cal. L. Rev. 1393, 1395-1396 (1974). This note is referenced in
d' Hedouville v. Pioneer Hotel Co., 552 F.2d 886, 895 (9th Cr
1977), one of the few cases in which the Court of Appeals for the
Ninth Crcuit has addressed Mary Carter Agreenents (MCA' s),
thereby neriting special attention.
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In order to avoid this result and encourage partial settlenents
of cases, a nunber of |egal devices were devel oped to circunvent
the comon |law rule. One of these devices is known as the Mary

Carter agreenent (MCA),!??2 taking its nane fromBooth v. Mary

Carter Paint Co., 202 So. 2d 8 (Fla. Dist. C. App. 1967),

overruled by Ward v. QOchoa, 284 So. 2d 385 (Fla. 1973).

As in Mary Carter Paint Co., MCA' s typically consist of four

elenents: (1) The plaintiff enters into an agreenent with sone
but not all the defendants not to enforce the court's judgnent
agai nst the settling defendants; (2) the settling defendants
agree to pay the plaintiff a guaranteed m ni num paynent, thereby
placing a limt on their liability to the plaintiff; (3) the
settling defendants agree to renmain parties to the action until a
verdi ct has been rendered or until they have been rel eased by the
court or the plaintiff; and (4) the parties agree to keep the
agreenent secret fromthe court and the nonsettling defendants.
Usual Iy, the defendant's guaranteed m ni mum paynent is reduced or
extinguished if the plaintiff recovers against the nonsettling
defendants in an anmount greater than the guaranteed m ni num

paynment (hereinafter the Sliding Scale C ause), thereby giving

122 But see Note, "It's a Mstake to Tolerate the Mary
Carter Agreenent", 87 Colum L. Rev. 368, 379 (1987), arguing
that MCA's actually encourage litigation, rather than pronote
settl enment of disputes, because the agreenent requires continued
litigation against the nonsettling defendants. The Suprene
Courts of Texas and Florida, in declaring MCA's void as agai nst
public policy, have done so for a variety of reasons, one of them
being that MCA' s, rather than encouraging settlenments, actually
pronote litigation. See Dosdurian v. Carsten, 624 So. 2d 241
(Fla. 1993); Elbaor v. Smth, 845 S.W2d 240 (Tex. 1992).
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the settling defendant a direct financial stake in the outcone of
the case that is adverse to that of the nonsettling defendants.

MCA's that include a Sliding Scale O ause generally are
considered invalid or void because such agreenents | eave the
finder of fact with the false inpression that there is adversity
between the plaintiff and all of the defendants while in reality
there is adversity between the settling defendants and

nonsettling defendants. See Dosdourian v. Cartsen, 624 So. 2d

241 (Fla. 1993); Fullenkanp v. Newconer, 508 N.E 2d 37 (Ind. C

App. 1987); Ceneral Mtors Corp. v. Lahocki, 410 A 2d 1039 (M.

1980); Lumyv. Stinnett, 488 P.2d 347 (Nev. 1971); Cox v. Kelsey-

Hayes Co., 594 P.2d 354 (Ckla. 1978).!'2 However, sone courts
have declined to invalidate such agreenents, dependi ng upon the
particul ar facts and circunstances of the case. See Hoops v.

Waternelon Gty Trucking, Inc., 846 F.2d 637 (10th Cr. 1988);

d' Hedouville v. Pioneer Hotel Co., 552 F.2d 886 (9th Cr. 1977);

Slusher v. Gspital, 777 P.2d 437 (Utah 1989).

123 See Note, "It's a Mstake to Tolerate the Mary Carter
Agreenent”, 87 Colum L. Rev. 368, 370 (1987); see also Cox V.
Kel sey-Hayes Co., 594 P.2d 354, 359 (Ckla. 1978), where the court
st at ed:

Courts and comment ators, recognizing the
substantial prejudice to the non-agreeing defendants,
are nearly unaninous in their belief the agreenents
must be disclosed prior to trial and if the agreeing
defendant's maxinmum liability will be reduced by
increasing the liability of his codefendant, the jury
nmust be informed of the contents of the agreenent

* * %
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Al t hough the Thonpson and Cravens settl enent agreenents
contain the basic elenents of an MCA, the tax liabilities of the
Thonpsons and the Cravenses were not tied to a Sliding Scale
Cl ause. Rather than having a direct financial stake in the
out cone of the case adverse to that of the remaining test case
petitioners, the Thonpsons and Cravenses had their tax
l[iabilities capped, and those liabilities would have been further
reduced or elimnated if the test case petitioners had prevailed
at trial. Al though the Thonpsons' and Cravenses' adversari al
posture toward respondent had been diluted, they renai ned
adversaries of respondent in sone residual sense.

Even nore inportant, the Thonpson and Cravens settl enment
agreenents did not realign their interests so as to justify the
conclusion that they had become adversaries of the remaining test
case petitioners. The record shows that M. Cravens appeared at
the trial of the test cases and testified in support of the test
case petitioners' position. Al though M. Thonpson did not have a
direct interest in a decision against the remaining test case
petitioners, the record indicates that M. Thonpson nay have
viewed the trial of the test cases as an opportunity to gain
sone advant age against M. Kersting's threats to enforce M.
Thonpson's prom ssory notes.* \Wile it mght be argued that the

Thonpsons expected or received sonme benefit fromthe Court's

124 Of course, Judge Goffe was aware that M. Thonpson
was hostile towards M. Kersting and was able to assess
M. Thonpson's credibility fromthat standpoint.
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holding in Dixon Il that the disputed prom ssory notes did not
create genui ne i ndebtedness for tax purposes, it was not a direct
financial benefit in the sense that Judge Goffe's opinion is not
di spositive of the question whether M. Thonpson's notes are
enforceabl e against himfor State | aw purposes. Unlike MCA s
with Sliding Scale C auses that provide settling defendants with
an i medi ate financial reward for |arge verdicts agai nst
nonsettling defendants, M. Thonpson's reward was a noral victory
at best. Any financial stake the Thonpsons did have in the
outcone of the test cases is at |east one long step renoved from
the distinct and i mredi ate financial stake a settling defendant
normal |y has under a Sliding Scale C ause in an MCA

Considering all the facts and circunstances, we hold that
the famly resenbl ances between Mary Carter agreenents and the
Thonpson and Cravens settlenments do not bar the Court from
reinstating its decisions in the test cases.

I X. M. Sticht's Mtion To Sever Case and for Entry of Decision
or Alternatively To Sever Case and Set for Trial

On June 9, 1998, M. Sticht filed a Mdtion to Sever Case and
for Entry of Decision; O Alternatively to Sever Case and Set for
Trial on behalf of Joe A. and JoAnne Rinaldi in docket No. 7205-
94. The Rinaldis' case at docket No. 7205-94 concerns the
Rinaldis' tax liabilities for 1990 and 1991 and is based upon a
notice of deficiency that was issued after the disclosure of the
m sconduct in the trial of the test cases. Because the R naldis

did not sign a piggyback agreenent in docket No. 7205-94, M.
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Sticht contends that the Court's opinion in Dixon Il is not

bi nding on the Rinaldis.*®*® M. Sticht relies upon the m sconduct
inthe trial of the test cases to contend that the Court should
either enter a decision in the Rinaldis' favor or sever the

Rinal dis' case fromthe consolidated cases and set the case for
trial. M. Sticht contends that the Court's opinion in D xon I
has no effect in the Rinaldis' dockets in which they did not
execut e pi ggyback agreenents.

Respondent contends that M. Sticht's notion should be
denied on the grounds that: (1) The record does not support
entry of decision in the Rinaldis' favor; and (2) the R naldis'
notion anounts to a premature attenpt to avoid a "show cause”
proceedi ng. Respondent further contends that, if the Court's
opinion in Dixon Il should be reinstated, it provides an
appropriate basis for resolving any deductions clainmed by the
Rinaldis with respect to Kersting prograns in dispute in D xon
||.126

Consi stent with our holdings that the Governnent m sconduct

did not cause a structural defect in the trial of the test cases

125 The Rinal dis have seven cases docketed with the Court
assi gned docket Nos. 31065-83, 21615-87, 6981-89, 11439-90,
27556-90, 14907-93, and 7205-94. The Rinal dis executed piggyback
agreenents in each of the dockets |isted above except docket Nos.
14907-93 and 7205-94.

126 Respondent states that the Rinaldis may have
participated in M. Kersting's Bauspar program during sonme of the
years for which they have filed petitions with the Court.
Respondent acknow edges that, because the Bauspar program was not
litigated in Dixon Il, the Court's opinion would not dispose of
Bauspar deductions clainmed by the Rinaldis or others.
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and that the m sconduct resulted in harm ess error, we see no
basis or justification for entry of decision in favor of the
Rinaldis. Nor will we sever the Rinaldis' case fromthe
consol i dated group and/or set the case for trial at this tine.

To the contrary, because we will reinstate our opinion in D xon
Il and enter decisions in the remaining original test cases, we
w || abide the outcone of any appeal that follows the issuance of
this opinion. |If affirnmed by the Court of Appeals, we will, upon
respondent’'s notion, issue an Order to Show Cause in due course
directing the Rinaldis to show cause why the resolution of the
substantive tax issues in their case should not be controlled by

our opinion in Dixon Il. See Krause v. Conmm ssioner, 99 T.C 132

(1992); Acierno v. Conm ssioner, T.C Meno. 1997-441; Karlsson v.

Conmi ssioner, T.C. Menp. 1997-432; Bokumv. Conmi ssioner, T.C

Meno. 1990-21.

X. Protective Oders

As previously discussed, the Court issued protective orders
in these cases dated June 10 and 26, 1996, with respect to
docunents produced by M. Thonpson. By order dated August 27,
1998, the Court directed the parties, particularly Messrs.
Huestis and Sticht, to file reports with the Court stating in
detail any objection to the lifting of the Court's protective
orders. M. Huestis filed a report with the Court objecting to
the lifting of the Court's protective orders on the ground that
M. Kersting mght use the records in question to harass the

Thompsons. M. Sticht and respondent filed separate reports with
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the Court indicating no objection to the |lifting of the
protective orders.

Section 7458, which governs hearings before the Tax Court,
provi des that such hearings shall be open to the public. In
addition, section 7461, entitled "Publicity of Proceedi ngs",
provides in pertinent part:

SEC. 7461(a). Ceneral Rule.--Except as provided in
subsection (b), all reports of the Tax Court and al

evi dence received by the Tax Court and its divisions,

including a transcript of the stenographic report of

the hearings, shall be public records open to the

i nspection of the public.

(b) Exceptions.--
(1) Trade Secrets or O her Confidential

I nformation.--The Tax Court may neke any provi sion

which is necessary to prevent the disclosure of trade

secrets or other confidential information, including a

provi sion that any docunent or information be placed

under seal to be opened only as directed by the court.

Rul e 103 provides that upon notion by a party or other
af fected person, and upon good cause shown, the Court may nake
any order which justice requires to protect a party or other
person from annoyance, enbarrassnent, oppression, or undue burden
or expense.

Sections 7458 and 7461 reflect the well-established
principle that official proceedings and records of all courts,

i ncluding the Tax Court, generally shall be open and available to

the public. See N xon v. Warner Communications, Inc., 435 U S

589, 597 (1978); WIllie Nelson Music Co. v. Conm ssioner, 85 T.C.

914, 917 (1985). However, section 7461 and Rul e 103 provide that

the Court has the discretionary authority to order all or part of
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a record to be seal ed where such action is necessary to protect
trade secrets and confidential information or to avoid annoyance,
enbarrassnent, oppression, or undue burden or expense. See

WIllie Nelson Misic Co. v. Conm ssioner, supra at 918-919, and

cases cited thereat.

I n resol ving whether a permanent protective order sealing a
portion of the evidentiary record is warranted in these cases, we
must weigh the public's interest in free and open access to Tax
Court proceedi ngs against the individual interests advanced in

these cases. See Nixon v. Warner Conmuni cations, Inc., supra at

602. The public's interest in open judicial proceedings is
presunmed to be paranobunt to the interests of an individua
seeking to close the proceedings in that open proceedi ngs all ow
the public an opportunity to understand the underlying dispute
and its disposition, thereby enhancing public confidence in our

systemof taxation. See WIllie Nelson Misic Co. v. Conm Ssioner,

supra at 919.

The Court is of the viewthat its protective orders sealing
t he docunents descri bed above have served their purpose and that
the public's interest in open proceedi ngs outwei ghs any
continuing individual interests at stake in these cases.
M. Huestis has not persuaded us otherwise. W note that there
is no indication that M. Kersting has initiated litigation
agai nst the Thonpsons, nor any inmmnent threat of any such
l[itigation. W do not believe that unsealing the docunents in

guestion woul d increase the |ikelihood of any such threat.
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Mor eover, the Court has disclosed the contents of a nunmber of the
di sputed docunents in this opinion. Considering all the facts
and circunstances, we wll lift the protective orders dated
June 10 and 26, 1996.
Xl. Sanctions

The Court has inherent power "to protect our own process

from abuse, oppression, and injustice." Giffith v.

Comm ssioner, T.C Meno. 1988-123 (citing Qunbel v. Pitkin, 124

U S 131, 145-146 (1888), and Eash v. Riggins Trucking Inc., 757

F.2d 557 (3d Gr. 1985) (en banc)).

Messrs. Sins' and McWade's misconduct in the trial of the
test cases has caused a substantial delay in the resolution of
Kersting project cases. Considering the unique circunstances of
t hese cases, and the harmresulting fromthe Governnent
m sconduct in the trial of the test cases, we consider this is an
appropriate occasion for the Court to inpose limted sanctions

agai nst respondent under Rule 123(a). See Vernouth v.

Conmm ssioner, 88 T.C. 1488 (1987) (discussing and relying on

United States v. Sunmitonp Marine & Fire Ins. Co., 617 F.2d 1365

(9th Cr. 1980)); see also Betz v. Conmm ssioner, 90 T.C. 816, 823

(1988).

Respondent determ ned that Kersting program participants are
liable for additions to tax for negligence under section 6653.
For the taxable years 1981 through 1985, section 6653(a)(2)
provides that the addition to tax for negligence includes a

conponent equal to 50 percent of the interest due on the



- 306 -

deficiency. For the taxable years 1986 and 1987, the interest
conponent of the addition to tax for negligence is codified under
section 6653(a)(1)(B)

Respondent al so determ ned that Kersting program
participants are liable for interest conputed at the increased
rate prescribed under section 6621(c). Section 6621(c) provides
that interest on a deficiency shall be conputed at an increased
rate with respect to any substantial underpaynent attributable to
a tax-notivated transaction.

The interest conponent of the addition to tax for negligence
and interest conputed at the increased rate prescribed under
section 6621(c) are time-sensitive provisions whose inpact wll
be anplified in these cases as a consequence of the delay
occasioned in large part by the Governnent m sconduct descri bed
herein. Wth a view to pronoting basic fairness and justice in
the Kersting project cases, and to discourage future acts of
Gover nment m sconduct, we hold that Kersting program participants
who either have not had decisions entered in their cases or whose
decisions are not yet final are not liable for the interest
conponent of the addition to tax for negligence under sections
6653(a) (2) and 6653(a)(1)(B) or interest conputed at the

increased rate prescribed in section 6621(c). '’

127 As previously nmentioned, see supra pp. 44-47, there is
an inconsi stency between the 1985 piggyback agreenents and the
post - 1985 pi ggyback agreenents concerning additions to tax: the
1985 pi ggyback agreenents are silent about additions to tax,
whil e the post-1985 piggyback agreenents provide that Kersting

(continued. . .)
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Concl usi on

Consistent with all the foregoing, we will issue an order

reinstating the Court's opinion in D xon v. Conm ssioner, T.C

Meno. 1991-614, excepting the portions sustaining respondent's
determ nations that test case petitioners were |liable for
additions to tax for negligence under sections 6653(a)(2) and
6653(a) (1) (B) and increased interest under section 6621(c), and
directing the parties, where appropriate, to file stipulated

decisions with the Court.

An appropriate order will be issued

and decisions will be entered in docket

Nos. 9382-83, 4201-84, 15907-84, 40159-84,

22783-85, 30010-85, 30979-85, and 29643- 86.

An appropriate order will be issued in

docket Nos. 17646-83, 7323-84, 20119-84,

35608- 86, 19464-92, 621-94, 7205-94,

9532-94, 17992-95, and 17993-95.

27¢, .. conti nued)
program participants are not |iable for additions to tax for
negl i gence for taxable years before 1982. W have surm sed t hat
respondent limted this concession to taxable years before 1982
on the ground that the Court’s May 1982 release of its opinion in
Pike v. Conmm ssioner, 78 T.C. 822 (1982), put prospective
Kersting program participants on notice that the Kersting
prograns did not generate legitimte interest deductions. See
supra note 26. The record does not disclose whether respondent
intends to extend the same relief across the board to al
participants in the Kersting prograns whose cases have not been
the subject of a final determ nation. W observe that extending
such relief would pronote the consistency in treatnent anong
simlarly situated taxpayers that piggyback agreenents and the
test case procedure are intended to pronote.




